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PERSPECTIVES ON THE ECONOMIC IMPLICA-
TIONS OF THE FEDERAL BUDGET DEFICIT

WEDNESDAY, OCTOBER 5, 2011

U.S. SENATE,
SUBCOMMITTEE ON EcoNoMIC PoLICY,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Subcommittee met at 10:04 a.m., in room SD-538, Dirksen
Senate Office Building, Hon. Jon Tester, Chairman of the Sub-
committee, presiding.

OPENING STATEMENT OF CHAIRMAN JON TESTER

Chairman TESTER. I want to call this hearing on the Economic
Policy Subcommittee titled “Perspectives on the Economic Implica-
tions of the Federal Budget Deficit” to order.

We have got an esteemed panel of witnesses this morning, and
I look forward to hearing their perspectives on the short- and long-
term impacts of our Federal budget deficit. I am eager to hear
about the impacts that our deficit has on economic growth, activi-
ties in capital markets, and investments.

One of the most important issues facing the Congress and facing
our economy is the size and the scope of our deficit. It is a huge
challenge and one that cannot be addressed by tinkering around
the edges.

It is a tough challenge given how important it is to get our econ-
omy back on track right now. There 1s an urgency to addressing
b}(l)th (tihe debt and the economy, and that is a difficult needle to
thread.

I strongly supported the recommendations of the President’s
Commission on Fiscal Responsibility and Reform, and I appreciate
all the good work and leadership that Senator Simpson and Er-
skine Bowles and many of my colleagues have shown in working
with that Commission. Their work generated thoughtful bipartisan
conversations in the Senate about how to address our deficit.

The bipartisan Gang of Six used this work to develop a frame-
work to cut our deficit and cut spending. But, unfortunately, what
most Americans saw this summer were not careful deliberations or
solutions about how to address our deficit in a balanced and long-
term way. What most folks saw was Washington at its worst: too
much politics and very little in the way of responsible decision
making; too many lines in the sand, not enough solutions.

Now, that is too bad because I do not think that accurately re-
flects the willingness of many Members of the Senate on both sides
of the aisle and Members of this Committee to roll up their sleeves
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and make some difficult decisions necessary to address the deficit.
A balanced, long-term approach to deficit reduction that keeps ev-
erything on the table is the only way that we are going to be able
to address the deficit. That includes spending cuts, including de-
fense, and tax and entitlement reform. And only those plans that
are balanced and broad in size and scope have generated bipartisan
support.

I am optimistic about the prospects for the Joint Select Com-
mittee and their ability to go beyond the $1.2 trillion minimum in
deficit reduction required by the Budget Control Act. But this is
not nearly enough to make a dent in our long-term debt. We can
and should overachieve here. Failure to reach our target will lock
us into mandatory indiscriminate cuts and will limit our options in
the future, which will ultimately be devastating for this country.

But we can only overachieve if everything remains on the table.
I do not think we can get there, at least where we need to get,
without spending, taxes, and entitlements all being a part of the
equation. And we need to make some tough decisions now so that
we can take steps to address the economy so that we can continue
to make the investment in things like infrastructure and education
and research and development that are critical to economic growth
and our ability to compete in this global economy.

There is a lot of uncertainty out there—corporate cash sitting on
the sidelines, long-term investments that are not being made, and
skilled people who are not being hired. And the longer that we kick
the can down the road, the worse the situation is going to get. If
we do not cut the debt in the short term, we will not provide any
certainty for folks to move our economy forward.

At the same time, if we fail to create jobs quickly, the economy
will not recover, and the deficit reduction that we need will not ma-
terialize. When it comes to growing our economy and cutting the
debt, we cannot fail. It will not be easy. Every decision is going to
be difficult, and it is going to be painful.

Today I hope we can examine the short- and long-term economic
implications of the Federal deficits as well as the deficit reduction
plans and their impacts on our economic growth, the appropriate
dollar level of deficit reduction necessary to ensure long-term sus-
tainability, and how we get a handle on the budget deficit right
now while still continuing to grow the economy.

I look forward to hearing from all of our witnesses this morning.
I want to thank them for being here. Unfortunately, Senator Vitter
is going to be joining us just a little bit late this morning, so I want
to turn to Senator Hagan to see if she has any comments she would
like to make.

Senator HAGAN. Mr. Chairman, I appreciate you holding this ses-
sion today, and I am looking forward to the witnesses’ testimony.

Thank you.

Chairman TESTER. Thank you, Senator Hagan.

I want to welcome the witnesses, as I said earlier, a very distin-
guished panel. I want to thank them for their work that they have
done in preparation for this Committee and their willingness to
testify here this morning.

First we have Maya MacGuineas, who is the president of the
Center for a Responsible Federal Budget and the director of the fis-
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cal policy program at the New America Foundation. There she has
focused on bringing accountability to the budget process. Ms.
MacGuineas has also served as policy adviser to the Brookings In-
stitution and has also worked on Wall Street. With that, I want to
welcome Ms. MacGuineas.

Then we have the Honorable Roger Altman. Mr. Altman is the
founder and chairman of Evercore Partners, an independent invest-
ment banking advisory firm, and has a distinguished career in
Washington and in investment banking. Mr. Altman has served
two tours of duty at the Treasury Department, serving most re-
cently as Deputy Secretary of the Treasury during the Clinton ad-
ministration.

And last but not least, Dr. Holtz-Eakin serves as president of the
American Action Forum and has a long career as an academic and
policy adviser, serving as Director of the Congressional Budget Of-
fice and as Chief Economist of the President’s Council of Economic
Advisers. In addition to his roles in Government, Mr. Holtz-Eakin
has also served in a variety of roles at Washington-based think
tanks as an economist and a professor.

I want to thank you all.

Unfortunately, our final witness, Mr. Bill Johnstone, is not going
to be able to join us today. We will put his written testimony into
the record.

With that, Ms. MacGuineas, please get us started. Just so you
know, you have got 5 minutes. Your entire statement will be in the
record, and if you could be as concise as possible, that will give us
more time for questions. Thank you.

STATEMENT OF MAYA MACGUINEAS, PRESIDENT, CENTER
FOR A RESPONSIBLE FEDERAL BUDGET

Ms. MACGUINEAS. Thank you. I will. Thank you to the Chairman
and thank you to Senator Hagan, and it is a privilege to talk on
this important topic and to speak as well with Roger Altman and
Douglas Holtz-Eakin.

The country is now facing two major economic problems: first,
our debt as a share of the economy is higher than it has ever been
in the postwar period, and we are on track to continue adding to
the debt indefinitely. In all likelihood, the debt is already a drag
on economic growth. At the same time, we face serious economic
challenges where the recovery has not taken off as well as we
would have hoped, high levels of unemployment persist, and we
have a number of structural economic problems from a skills short-
age to underinvestment in critical areas and an abysmal Tax Code
that is anticompetitive, too complicated, misallocates resources, and
is harmful to economic growth.

So large deficits and debt have a number of negative economic
effects. They harm the economy by diverting capital away from pro-
ductive private investments. They drive up borrowing costs for fam-
ilies and businesses. That rates are currently so low is merely a re-
flection of the terrible situations around the world, and so as some
of my colleagues say, being the best-looking horse in the glue fac-
tory is not a reason for relief, right? We have to make changes be-
cause of the economic problems that we currently face from our
debt levels.
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From a budgetary perspective, the high levels of debt lead to
higher interest payments. That squeezes out other more important
Government spending, and it leads to future tax increases. It also
leaves us quite vulnerable to increases in interest rates, and CBO
recently found that a 1-percent increase would lead to an addition
of $1.3 trillion in interest payments over the decade.

High levels of debt lead to a loss of fiscal flexibility and the abil-
ity to respond to future crises. From an intergenerational perspec-
tive, of course, what it is is it is a result of us wanting to spend
more, and we are unwilling to pay the bills. So we pass them along
to the future generation, and that inequity is made worse by the
fact that so much of what we are spending is consumption oriented.
It is not even on the important investments that would help grow
the economy and grow the future standard of living.

The uncertainty that comes for businesses and households from
the high levels of debt is problematic because we know changes will
have to be made, but we do not know what they will be. And that
means that businesses, like you mentioned, are keeping cash on
their balance sheets. They are not investing and creating jobs in
a way that would be more beneficial for the economy in the short,
medium, and long term.

And, finally, ultimately the unsustainable levels of debt can and
will lead to a fiscal crisis if we do not make changes. And so some-
thing that was once unimaginable in this country is now a real pos-
sibility.

So we know what we need to do. We need to put in place a com-
prehensive, multiyear plan that would stabilize the debt at man-
ageable levels and put it on a downward path so it is declining as
a share of GDP. We should aim to bring the debt down to around
60 or 65 percent of GDP over the decade, still significantly higher
than the historical averages of below 40 percent, but something
that would be more manageable. And all areas of the budget have
to be on the table.

So looking forward, our fiscal problems are driven by health care
costs and the aging of the population. But given the commitment
to phasing in changes gradually so people would have time to ad-
just, there is just no way to fix this problem without looking at all
areas of the budget. And so rather than focusing on unrealistic
promises about what we will not do, we should focus on how to re-
form the Tax Code in a way that raises revenues and grows the
economy and focus on reforming entitlements in ways that protect
those who depend on the programs the most.

So the debt threat is extremely serious, but I think it is also an
opportunity to restructure the budget and tax system for the 21st
century. By shifting our budget away from one that is directed to-
ward consumption toward one that is directed toward investment,
we can lay a new foundation for growth. And in order to be com-
petitive down the road, we are going to have to focus on many of
the areas that have not been invested in sufficiently while also re-
forming the Tax Code, all to be conducive with economic growth.

So debt reduction is not at odds with the growth strategy. In fact,
I think it is the center of it. Putting in place a credible multiyear
plan will have a number of immediate economic benefits.
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First, it does reduce the pressure on interest rates, gives the Fed
more room to maneuver, and it increases output over the decade.
And if it is large enough, it eliminates the risk of a fiscal crisis.

Second, it frees up enough fiscal space up front to allow for more
stimulus if that is determined to be the right course of action and
for more space for the recovery to take hold.

Third, a multiyear plan will provide businesses and households
more confidence and stability, allowing them to spend and invest
in ways that will help the recovery and grow the economy.

Fourth, the added pressures on spending will hopefully lead to
better oversight and more efficient allocation of resources.

Finally, a comprehensive plan, if it is large enough, will nec-
essarily include tax reform and entitlement reform. And on the tax
side, we should look to the Bowles-Simpson type of structure which
broadens the base by reducing tax expenditures, lowers marginal
rates, and raises revenues to help close the fiscal gap.

On the spending side, again, entitlement reform is the center of
all of this, and it allows us to free up resources to both close the
fiscal gap and direct more on public investments.

So, quickly, regarding the Super Committee, as it stands now,
the new Joint Select Committee is tasked with saving $1.5 trillion,
and this would be a tremendous accomplishment. However, unfor-
tunately, it would not be sufficient to stabilize the debt. So, in-
stead, the Super Committee should really consider going big, which
would put in place a plan that is large enough to stabilize the debt
and put it on a downward trajectory. And it should also think
about how to go long, how to address the long-term drivers of the
debt, and how to do it in ways that are smart so that they are con-
ducive with economic growth—again, focusing on protecting public
investments, reforming the Tax Code.

So just today JPMorgan released study talking about 10 reasons
that markets are going to look at the effects of the Super Com-
mittee and its effects on growth, so we brought that study here for
everybody to look at. Just to touch on a couple of the important key
points it makes, the markets are looking for a downward debt tra-
jectory, and that means the Super Committee is going to have to
come up with something that is big enough to get that on track.
They are worried that it is already harming growth.

We have been warned over and over again—and markets are
aware of this—of the political polarization that is currently sort of
dominating politics. There are concerns that global credit markets
will turn, and this can happen on a dime, driving up interest rates
here and harming the economy. And, finally, we could, in fact, lose
our place as the reserve currency and all the advantages that that
has with it. The ability to make changes on those terms is so much
easier than it will be if some kind of crisis forces those changes.

So what we want to do is put in place a multiyear, credible plan
that puts us on a glide path to stabilize the debt. To be credible,
we should put that plan in quickly. It needs to be bipartisan, and
it needs to come with triggers and caps both on spending and tax
expenditures to keep the plan on track. And if we do that, I think
the benefit of a large enough fiscal plan is that it both helps us
with our debt challenges and our important economic growth chal-
lenges that we are currently facing.
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Thanks for the opportunity to come today.

Chairman TESTER. Well, thank you, Maya. There will be ques-
tions as we move forward.

Next we will go to Roger Altman. Roger.

STATEMENT OF ROGER C. ALTMAN, CHAIRMAN, EVERCORE
PARTNERS

Mr. ALTMAN. Thank you, Senator Tester, and thanks to the
Members of this Committee for inviting me here today.

There are really two main points I want to make. One is that
this is a moment of extraordinary economic and financial fragility.
I think sometimes folks in Washington underestimate the degree of
fragility that we are seeing right now. And, therefore, point two,
the budget decisions which Members of this Committee, the full
Congress, and the President will make over the short to medium
term, especially through the Super Committee, will have a big im-
pact on that fragility, either a positive impact in the sense of reas-
surance or, I fear, a negative impact if there is a failure at a time
like this. And so my main message today is please keep in mind
how fragile this environment is and how important those decisions
are going to be from the point of view of that fragility. Now, let me
just flesh that out a little bit.

From an economic point of view, I think it is pretty clear that
the U.S. economy is on the edge of renewed recession. We might
skate by with a little tiny bit of growth, or we might fall back into
negative growth. And we are right on the edge of that. If you just
look at the first half growth rate this year, it was eight-tenths of
1 percent. If you look at the forecasts for the rest of this year, and
especially for next year—I have a lot of respect for the Goldman
Sachs Economic Department. They just lowered their growth rate
next to 0.5 percent. All these forecasts are coming down. We now
see forecasts over the last 48 hours that Europe is likely to defi-
nitely fall into recession. And so we are in a real danger zone.

Then in terms of financial markets, it would be hard to put them
or see them on more of a razor’s edge. If you look at the yields,
they are sending a profoundly negative signal. So the yield on 10-
year Treasurys is roughly 1.8 percent. That is the lowest yield re-
corded since the Federal Reserve began publishing market data in
1953.

Now, yes, there are safe haven factors and, yes, of course, the
Federal Reserve has got monetary policy on maximum ease. But
that does not primarily explain it. That signal essentially says that
the market is anticipating negligible demand for capital and neg-
ligible inflation. And those are hallmarks of recession. And then
from an equity market point of view, we have seen the equity mar-
kets in this country decline 17 percent over the past 5 weeks. And
it would just be difficult, as I said, to see a more delicate risky situ-
ation, and many of the elements of fear that we all saw in late
2008 and early 2009 unfortunately have reappeared. I do not want
to say that we are back exactly to that point. We are not. But the
fear factor, which was not around a couple of months ago, has crept
back in, and this is a really worrisome and, as I say, fragile mo-
ment.
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Now, turning to the deficit issues themselves, there is going to
be tremendous attention, of course, on the Super Committee, and
there are three possible outcomes there.

The first outcome, of course, is that the Committee fails to agree,
does not submit recommendations to Congress, the trigger is
pulled. Yes, there would be $1.2 trillion of 10-year deficit reduction
that would result through the sequester, but the signal of failure
at a moment of this fragility I think would be a very negative sig-
nal and really unhelpful from the point of view of just plain the
economy and obviously the very difficult jobs picture that we are
seeing and the possibility that the next move on unemployment
rate up is up and not down. And most people think that is more
likely than not that the rate goes higher than 9.1 rather than back
down, and I do not know what it will be in the next couple of days
but in general.

The second possible outcome, of course, is that the Committee
does agree, sends its recommendations to Congress, which indeed
passes them into law. That would be a very good thing.

And the third and best outcome is the one that Maya talked
about, which is that actually the Committee decides to solve this
problem once and for all. We need about $3 trillion of additional
deficit reduction beyond the $1.2 to $1.5 that the Super Committee
will look at or is looking at. It would be a good idea if that was
done on a balanced basis, but it would be a really good idea if the
Committee actually did go big and did go long, as Maya said. And,
by the way, that would send a very positive signal to consumers,
to businesses, and to financial markets.

I also want to say that it makes sense that there be a growth
and jobs initiative over the short term just for the reasons of the
fragility and the economic weakness that I talked about. The Presi-
dent, of course, has put forth a $447 billion program. I think myself
it is a sound program. We all know the core of it is the payroll tax
cut on an extended and deeper basis for employees and a payroll
tax cut for small businesses at the employer level. But there are
many variations on the theme of growth and jobs agenda. I think
the important thing is that we actually take a step in that direc-
tion, obviously a temporary step, one that by its nature ends within
a year, but trying to provide an insurance policy of sorts to this
economy would be a sensible thing to do.

So please keep in mind how fragile and difficult this environment
is and how relevant the budget decisions that you will be making
over the short term are to either keeping us afloat or, unfortu-
nately, putting us below water.

Thank you.

Chairman TESTER. Thank you, Roger. I appreciate your testi-
mony.

Dr. Holtz-Eakin.

STATEMENT OF DOUGLAS HOLTZ-EAKIN, PRESIDENT,
AMERICAN ACTION FORUM

Mr. HoLTZ-EAKIN. Thank you, Chairman Tester and Senators
Hagan and Bennet, for the opportunity to be here today. Obviously
the outlook for the Federal debt is dangerous, and I have laid out
some scenarios in my written testimony, and I think Maya and
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Roger have been very clear about this so I will not belabor that
point. It is imperative that we address this problem.

It is also imperative that we address the growth problem, and to
the extent that there is a playbook that is available from looking
at other countries’ experience with the dual problems of slow
growth and large debt, we have some lessons, and those lessons are
that: you should cut spending, but not all spending is created
equal; you should focus on cutting Government employment—not a
big deal in the United States, we do not have massive amounts of
people on Government payrolls—and transfer programs; and you
should preserve spending on the core functions of Government: na-
tional defense, infrastructure, basic research, education. And so
cutting spending and doing it right is element number one; number
two, keep taxes low and reform them to be pro-growth, and what
is heartening about that is that is my reading of essentially what
the Bowles-Simpson Commission said. They said this is a national
moment of truth, we have to do something. Our problem is spend-
ing, and it is all spending, so each side of the aisle needs to under-
stand that some of the things they love dearly are subject to some
cuts. And if you are going to look at revenues, you have to do tax
reform, and I thought that was a tremendous message to come out
of the Committee.

Going forward, it is clear that we have to address first and fore-
most the entitlement programs. These are the core of our social
safety net, and they are actually badly broken. Social Security is
running red ink right now. That red ink will increase in the years
to come. And absent changes, every retiree will face a 23-percent
across-the-board cut in 2037 or so. It is not a good service to have
a core part of the retirement system falling apart before our eyes
and not fixing it. Medicare right now has a gap between payroll
taxes in and premiums paid and spending going out of $280 billion
a year. It is an enormous fiscal cancer, and going forward it will
only get worse.

Medicaid is essentially all deficit financed at the moment, and it
is not an outstanding program. Medicaid beneficiaries regularly
have difficulty finding primary care physicians. They are more like-
ly to get ordinary care in emergency room settings.

I think as a matter of good social policy, these programs deserve
to be reformed. As a matter of budget policy, it is imperative that
they be reformed. As a matter of avoiding what has been called by
Erskine Bowles “the most predictable crisis in history,” we should
do it and do it quickly. And so that should be the focus of attention.

I know there are concerns about cutting spending. I want to say
a couple things about them.

Number one, everyone should think of reforms that cut spending
as reductions in future taxes. If you spend the money, you are
going to have to pay for it one way or another. And so every time
we take a dramatic step to control those outlays, we are actually
controlling the future tax burden. That will improve the business
climate immediately, and it will be something that I think will
serve this country well over the long term.

The second is I am concerned that fears about cutting spending
harming the economic recovery are being used as an excuse to stall
efforts to fix our budget problems. You know, I would just say this
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lovingly. I have watched Congress a long time as the CBO Director.
I have never seen the Congress cut enough to endanger any recov-
ery. And that is a problem I want to have, and I will be happy to
weigh in when I see it happening.

Much has been said about the budget ceiling debate and the ef-
forts that came out of that, but if you would think about it, that
is a promise, honest, really, that a future Congress in 2018 will
spend a lot less than it might otherwise have. But we have not ac-
tually cut anything yet, and so I would like to be surprised at the
aggressiveness of the cutting to come out of this Congress because
we need to get this done.

The next thing I would say is that it is not just cutting. Espe-
cially in light of the Joint Select Committee, “cutting” is the wrong
word. If we simply starve money out of Medicare or starve money
out of Social Security without reforming those programs, we will
not have solved the basic architectural problems that led us to
where we are. And so think about this as an opportunity for re-
form. That means lower future taxes, and I think we can do it
without impeding the recovery. Indeed, I believe it will help.

And move fast. I think, you know, the evidence is in that we are
in the danger zone already. The probability of crisis is high. Maya
stole my line about being the best-looking horse in the glue factory,
but I will find another one.

And remember that we also have the other characteristics of
countries to get in trouble. We have an enormous reliance on short-
term borrowing. We have a lot of not well understood and not easy
to value liabilities that pop up in State and local pensions and still
out of the housing sector, and those are exactly the kinds of charac-
teristics of countries that think, “We are fine,” but then end up
having a quick reversal in financial markets. So I do not think we
should do that.

And the last thing is there is a lesson about the fragility and the
fear that came out of the debt ceiling debate. My view is the debt
ceiling debate had a lot of politics as usual, for better or for worse.
I mean, these are difficult things to do. Raising the debt ceiling is
not a happy moment for any Congress. The difference this time
was that something actually had to get done. Underneath the debt
ceiling debate was a real debt problem, and the sooner we fix the
debt problem, the sooner we undertake the steps necessary, the
less the kind of political bickering that comes over raising the debt
ceiling will actually scare financial markets, because we will have
solved the problem and moved it back to just dealing with the Na-
tion’s mechanics of finance.

I thank you for the opportunity to be here and look forward to
your questions.

Chairman TESTER. I thank you all for your testimony, and we
will start out. We have been joined by Senator Johanns and Sen-
ator Bennet before that. I will start, and I think 7-minute rounds
if that is OK with the Members of the Committee.

I just want to go back briefly and this is a question of all of you
about the balanced approach to addressing our deficit. We have two
realities out there. We have got the political reality and we have
got economic realities, and sometimes they seem to clash. They
should not but sometimes they do.
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So, given these realities, what is the appropriate dollar amount
or range that we should be looking for? I know some of you talked
about big ones but I mean a bigger one which by the way I agree
with. But if we are going to change the trajectory of our deficit,
what would you say is the number that we need to be looking at
to come out of the Super Committee at a minimum?

Ms. MACGUINEAS. Well, of course, whenever you are talking
about saving numbers there is always plenty of room for gimmickry
because of baselines, because the question is always saving com-
pared to what.

But so, I think the most useful number basically to look at where
you are going to have your debt by the end of the decade and
whether it is going to be moving up or down as a share of the econ-
omy.

So, you basically want to have the debt in the range of 60 to 65
percent of GDP after a 10-year period and moving down. Compared
to a realistic baseline which assumes things like ongoing patches
of the AMT, SGR, extension of part but not all of the tax cuts that
were in place or revenue levels at that level that you compare to,
I think the best thing to shoot for is about $4 trillion in savings.
$3 to 5 trillion might be an appropriate range. We have already put
1 trillion of savings in place because of the caps we have already
accomplished.

Now, we have recently held a forum where a number of voices
from all sides of the political aisle and all different backgrounds
came forth and sort of made a call for go big, and there were some
people who said we should be thinking about two to three times as
much as that so 10 trillion.

That to me would be great in terms of how much debt we are
going to be adding over the next decade but it is unachievable. And
I think it is really important that we put down a marker that is
achievable but pushes us to get enough done that we can reassure
credit markets, rating agencies, businesses.

And so my best estimate will be if you can do 3 trillion on top
of what we have already done that would really get us in the range
where we bought ourselves some time.

Chairman TESTER. Roger.

Mr. ALTMAN. I agree with the numbers Maya just used and they
are in my own testimony. But to complement what she just said
and echoing what I tried to say myself earlier, I think it is really
important that the Congress and the President show that they can
make steady progress on this problem and that, to some degree,
the fact of progress and that it is on a sufficient trajectory so that
we are meaningfully eating into this deficit overhang and debt
overhang is more important than the precise amount, particularly
in the context of the fragility that I talked about.

So, as Maya said, there was a trillion or 917 billion agreed in the
context of the debt limit process. There is another at least 1.2 tril-
lion as we all know in terms of the sequester amount or the trigger
that would occur underneath the Super Committee. So, you have
2 trillion, assuming that the Congress ultimately sticks with it in
future years.

And that is a good start. It is not enough because then there
would be at least another 2 trillion needed. But the fact of
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progress, in my judgment, is more important than the precise
amount because the need now is to reassure consumers, house-
holds, let alone businesses and the financial markets, that our
country can actually, seriously address this.

And I think at the moment I think most of the Members of this
Committee would agree, there is great doubt about that coming out
of the difficult process to put it charitably that we saw on the debt
limit.

Chairman TESTER. Dr. Holtz-Eakin.

Mr. HoLTZ-EAKIN. I will not agree with the numbers but I really
want to echo Roger’s point about extending the confidence of mar-
kets and the United State’s ability to handle its affairs.

So, I think quality over numerical targets is an imperative. The
best example of that is Social Security reform. If we were to do any
of the bipartisan Social Security reforms that have been proposed
over the past couple of years, we would solve what I think is a very
important part or social safety net.

We would send the signal to world capital markets that we can
touch what has traditionally been the third rail of U.S. politics in
a sensible way.

We would do very little actually over the next 10 years in terms
of deficit reduction. It is a relatively modest impact because we do
not hit any current retirees and those near retirement in most of
those reforms.

I still think that would be an enormously beneficial step. It
would also allay a lot of the fears that some people have about cut-
ting spending as we struggle through this recovery because all of
those impacts are in the future.

So, that I view as a very high quality reform, and the more we
do of things like that I think the more confidence we will instill in
capital markets and we will actually address our long-term debt
problems and that is the kind of progress I think we would benefit
the most from.

Chairman TESTER. OK. Just kind of a follow-up, and we will
start with you, Roger, because this is for all of you.

Is it possible to hit the kind of targets that you guys are talking
about the 3 to 5 trillion which is pretty much what I heard without
including everything that is out there, without including the enti-
tlements that Dr. Eakin talked about, without including reductions
in defense spending, without including tax reform, you know, all of
them?

Mr. ALTMAN. Mr. Chairman, the short answer is no. It is theo-
retically possible, of course, to try to solve this problem, for exam-
ple, entirely on the spending side. But for example, the impact on
national security and defense spending particularly probably would
be unacceptable.

It is possible, of course, to imagine gigantic revenue increases but
those would likely have a negative economic effect and worsen
some of the problems we have discussed here before.

So, the most sensible approach and really the only one in prac-
tice that would work is a balanced one, balanced in the sense that
entitlements, of course, are center stage, revenues play a role, and
the like.
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So, I think the answer to your question, sir, is no, it is not pos-
sible to do it except with all in.

Chairman TESTER. Doctor.

Mr. HoLTZ-EAKIN. The short answer is I concur, I mean, that you
really have to look at everything, and we have big problems every-
where you look.

Chairman TESTER. Maya.

Ms. MACGUINEAS. Sure, you can do it all on the spending side
but there is not a single person who would actually be willing to
when you went through the exercise of what it would take.

And one of the reasons is a very sensible one, that the core of
any reform plan is going to have to be reforming entitlements but
those are things that we are going to do gradually and we are not
going to suddenly raise the retirement age starting tomorrow. We
are going to phase it in at a very slow pace so that people have
time to plan and adjust. The same with the scaling back of benefits
which I presume would be targeted more at people who do not need
them in order to protect them for people who do.

So, when you are talking about changes that you phase-in gradu-
ally that makes it basically impossible to do this without looking
at all areas of the budget.

I also think from a political perspective everybody needs to be in
on feeling like this is shared in a way that is fair, and one of the
things that Erskine Bowles and Al Simpson found when they did
their commission was that the bigger they went the more people
bought in and the more support they got because everybody felt
like they were part of the overall package and it became big
enough to actually create a win.

So, when we talk about whether the Super Committee should go
big or small, one of the benefits other than being economically ben-
eficial in solving the problem is that politically the rewarded is you
solve the problem rather than the headlines the next day after you
have gone through all this hard work of saving a trillion and a half
being, well, there is still so much more to do. So, there is political
upside in putting everything on the table and building a big
enough package.

Chairman TESTER. Absolutely,

Ranking Member Vitter.

Senator VITTER. Thank you, Mr. Chairman, and thanks to all of
our witnesses. I would like to ask each of you what would you rate
as the chances of further formal downgrades of U.S. credit if, A, the
Super Committee is not successful and the sequestration happens
i)r, ]13?, it is successful only to its minimum dollar figure mandate
evel’

Mr. HoLTZ-EAKIN. In, A, I think the probability of downgrade is
one. If we continue to fail, we will convince capital markets that
we are not going to address

Senator VITTER. It would be 100 percent.

Mr. HoLTZ-EAKIN. Yes, 100 percent.

The second one is harder because how it hits the spending limit
matters. And as I said before, if we were, for example, to do a So-
cial Security reform which would be budgetarily modest but have
enormous confidence effects I think, you know, we can avoid things
like that.
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Mr. ALTMAN. Senator, I have a slightly different view. I do not
think the chances of a downgrade in the event that the Super Com-
mittee fails to agree or that the Congress does not pass its rec-
ommendation is 100 percent because after all there will be at least
1.2 trillion of deficit reduction then triggered over 10 years, again
provided the Congress ultimately sticks with that.

So, I think the chances of downgrade under that scenario from
another agency, remember there are several agencies and only one
of them so far, Standard and Poor’s, has acted on the negative side,
are probably 50-50 because even if the Super Committee fails, we
will have set in motion over the past few months 2 trillion of deficit
reduction against a problem that is $3 to 5 trillion in size, probably
closer to the high end.

But I think the psychology again of the Super Committee failing
is the problem. In other words, the signal that just like the debt
limit process showed us not in the most favorable light a failure
of the Super Committee would send a negative psychological signal.

And what often happens, and I will stop on this note, what hap-
pens is rating agencies follow markets not so much as lead them,
and if the market sentiment in general is very negative and the
sense in the markets, and this time you might see it expressed
more in the equity markets than the bond markets, the sense is the
reaction to the failure of the Super Committee is very negative at
a time when, as I said before, everything is so fragile.

That would be then pressure in effect on one of those agencies
or more than one to take a negative step. So, I think it is only 50—
50 but I think the problem is the psychology rather than the sub-
stance.

Ms. MACGUINEAS. I would say that the hard truth is that S&P
was probably correct for downgrading us when they did in that we
had not set ourselves on a course to do what we all know needs
to be done and I think now there is another kind of moment of
truth which is what will come out of the Super Committee.

If they fail completely, I think it is likely that we will have a
downgrade pretty quickly. If they come up with what their man-
date charges, the 1.2, I think Doug has made the really important
point that it kind of depends what the make up of that is.

So, keep in mind the economy is going to be worse than most of
the projections have been assuming. We have already seen that
just a 1-percentage increase in interest rates would add 1.3 trillion
to the deficits from increased interest payments alone over the next
decade.

So, saving 1.2 in and of itself is not going to be much of a debt
in the challenges that we have. The only way that I think that
would be reassuring is if what makes that up are the critical prob-
lems driving the debt.

So, if that 1.2 trillion, if the Super Committee accomplished just
the minimum it is supposed to focused on health care or accom-
plished making Social Security solvent for the long run or made
real progress on tax reform and improving tax expenditures, that
could be reassuring.

But if it focuses just on the low hanging fruit, and we need to
reform agriculture subsidies and public pensions and all those
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things but that is not a package that would reassure credit mar-
kets or rating agencies on its own.

So, if we go big, I think we will not be downgrade because we
will have put the debt on a stabilized path. If we go medium, I
think it depends on what is in that package.

Senator VITTER. If I could react to some of your answers. I agree
with your answers. However, I believe if the Super Committee hits
the minimum target only, they are going to be doing that by going
after the low hanging fruit, not going after any bigger issues.

If they are going after bigger issues, they can easily go well
above that number. I do not think that scenario is likely.

And, Mr. Altman, I just say in terms of sequestration, I think the
day after the Super Committee fails, there is going to be plenty of
evidence that that will not hold for any significant period of time,
to sort of follow up on your comment there.

Second and final question. Give us a ballpark figure in your opin-
ion of what fundamental tax reform, broadening the base, lowering
rates, what revenue it could raise if it is done on a revenue neutral
basis, in a static model what revenue could it produce on a dynam-
ics score?

Ms. MACGUINEAS. I would estimate depending on the parameters
of the tax reform that you would probably be in the neighborhood
of raising $848 billion from something that is revenue neutral on
a static basis if you look at the dynamic effects, and of course, the
form of the corporate reforms would be critically important in that
as well.

Mr. ALTMAN. I generally agree with that. I think the formula
that was used by Bowles-Simpson which is essentially a three to
one formula in terms of spending versus revenues with one of the
three being the interest savings is a very good framework.

And obviously under Bowles-Simpson they envisioned about a
billion dollars of revenue impact.

So, the figure Maya used or a slightly higher figure would be my
answer, Senator.

Senator VITTER. Just to be clear, that model is a little different
than what I set out. What I set out is revenue neutral and a static
model. Theirs was not. So, if you are talking about something rev-
enue neutral and a static model, would you agree with 800 billion?

Mr. ALTMAN. Yes, sir.

Mr. HovL1z-EAKIN. So, I would put it in the range of 700 to a tril-
lion over 10 years. The wildcard being how you do the international
tax reforms. If we were successful in getting the corporate rate
down to an internationally competitive level and moving to a terri-
torial tax system, moving away from worldwide taxation, there are
many ways to do that.

But if we do it the way I would prefer and make the U.S. an ad-
vantageous place to locate future investments, you can get much
bigger near-term impacts out of international capital flows and FDI
in the U.S. than you would otherwise. So, you can hit all sides of
that range depending on how you structure the revenue neutral
piece of the reform.

Senator VITTER. Thank you.
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Ms. MACGUINEAS. I have one quick point which is when we are
thinking about that and obviously at least the number I put out
was not precise. It is sort of my best guess.

But there is also revenue advantages that will come from having
an overall debt consolidation package. So, you are going to have
revenue increases from pro-growth tax reform but you are also
going to have revenue increases from the medium- and long-term
effects of a debt consolidation package which you might want to
think about looking at as well.

Chairman TESTER. Senator Bennet.

Senator BENNET. Thank you, Mr. Chairman, and I want to thank
you for holding a hearing on this vital topic, and we have not spent
enough time on this and talking about it, and I appreciate your let-
ting me sit in on the Subcommittee.

Mr. Altman, I share your concern about the fragility of this econ-
omy. I think it is in much tougher shape than we seem to imagine
here in Washington. I see it every single day when I am home in
Colorado. The effects of two decades of declining family median in-
come has hit the people in my State very, very hard.

I was struck the other day by a Wall Street Journal piece on the
front page about Procter and Gamble, the most iconic middle class
brand I can imagine and how they are adapting their business
strategy to reflect the decline of the middle class by selling to the
richest Americans and the poorest Americans because that is
where the growth is.

That is what this is really about I think. I mean we talk about
deficit and debt and all of the rest. The fact is our economy is in
very, very tough shape and our families are in tough shape as re-
sult.

There is $2.3 trillion of cash sitting on the balance sheets of
America’s corporations. It is not being invested in the economy to
grow jobs. I think a huge part of that is, Mr. Chairman, that people
do not know what interest rate environment they are going to be
in because we do not know what we were going to do.

In that spirit, I wanted to ask you about what you think the ef-
fect of the debt ceiling conversation was on economic confidence in
the markets in this country, because we went through an entire
summer of what was in many ways I think a disgraceful conversa-
tion.

My sense was that the economy was beginning to move forward
but, to show you my bias, that conversation or the lack of a real
conversation has contributed mightily to the lack of confidence peo-
ple have in the economy.

Can you talk a little more about that?

Mr. ALTMAN. I think the answer is profoundly negative because
the signal that was sent to consumers, households, businesses was
dysfunction. And anytime you are looking at economic outlooks, un-
employment outlooks, confidence plays an important role and we
are all seeing surveys which show that consumer confidence at 20,
30, 40 year lows.

Just from my other life, I can tell you that business confidence
is quite weak, and the debt limit process or lack of process played
an important role in that.
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I would also like to digress and say in spirit of your opening com-
ments, I do not think enough attention is played to what the real
conditions are in the labor market.

So, everybody pays attention to the unemployment rate but, as
Doug points out in his testimony and I point out in mine, the labor
conditions are actually worse than that. The underemployment rate
which is probably better measure because it captures people who
have given up looking for work and it captures people who are
working part time who would rather work full time at 16.2 percent
and the labor participation rate which is the most basic of all, just
the percentage of working age adults who have a job is at a 27-
year low of 64 percent.

And then we all saw the poverty data although it seemed to come
and go with no attention at all but it was pretty devastating, 45.3
million Americans in poverty, 15.3 percent of the population, the
worst figures in about 20 years, obviously affected by the economic
conditions.

So, again, this is a moment of great risk. We are really close to
slipping back into negative territory.

Senator BENNET. In that spirit, I mean, a fifth of the children in
this country are living in poverty, a 43 percent increase in the pov-
erty rate in the last decade, and an economy where the produc-
tivity index continues to rise and rise and rise.

We have a very productive economy but we do not have an econ-
omy that is creating jobs for people in the country.

In that spirit, I want to ask you, Mr. Holtz-Eakin or any of the
panelists, that $4 trillion number sounds large over a 10-year pe-
riod. But I wonder if you could give us a perspective on our run
rate about how big that really is, because as somebody who has
spent time in business and in local government and who has had
to make tough budget decisions over time, on a percentage basis in
the face of all the things that we are talking about, it is really not
that huge a number, is it?

Mr. HOLTZ-EAKIN. In a $15 trillion economy. So if you did 4 tril-
lion this year, you would be under 33 percent. If you do it over 10
years, 3 to 4 percent. That is where we are.

The magnitudes, however, can be staggering. If you do the arith-
metic, we are borrowing $58,000 every second, more than the me-
dian family income in the United States every second we are burn-
ing it up. So, there is a real need to change this trajectory and do
it in a significant way.

Senator BENNET. My hope, Mr. Chairman, is that we can get
past what is a political problem in Washington, DC, and create a
path out of the situation that we are in that is not remotely as
hard as what people in our States are having to deal with every
single day.

So, I thank the panelists for their testimony. I thank you for the
hearing.

Chairman TESTER. Thank you for your kind words and thanks
for your questions.

Senator Johanns.

Senator JOHANNS. Thank you, Mr. Chairman, and to all the wit-
nesses, thanks for being here.
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All of us over the past years have participated in hearings like
this. We have sat in each other’s offices talking about this problem
remarkably defining the problems pretty straightforward.

The difficulty is how to go from definition of the problem to
something that starts putting solutions in place.

All of you have more Washington experience than I do. But it
seems like we can all go to the floor no matter which side of the
aisle we are on, give a great speech about how significant the prob-
lem is.

Give us some advice on how best to solve this, and here is what
I have in mind when I ask that question just to give you a fair no-
tion of what I am thinking about.

You have this deficit group. They came up with a recommenda-
tion. You have the gang of six, a remarkably similar recommenda-
tion came out of that effort.

I think these are two very workable approaches. I am not saying
I embrace them 100 percent. But they seem to be workable and yet
they do not seem to be going anywhere at the moment.

My worry is that we are going to do a trillion two. Everybody is
going to breathe a sigh of relief. We are going to turn the calendar
over into a Presidential election cycle. It will be much easier not
to deal with this than to deal with it, and now another year slips
by and the problem only gets worse.

So, you are not going to offend anybody on this panel. Tell us
what we are doing wrong and how do we overcome that and start
solving this Nation’s problems?

Roger, can I start with you?

Mr. ALTMAN. Well, I want to echo in response to that very good
question, Senator, what Maya said. I think the process which the
Simpson-Bowles group went through provides a bit of a roadmap
toward the right outcome here or actually a solution.

Because it was, because they sought a total solution, because it
was a very well run and deliberative and careful process, and be-
cause the ultimate recommendations at least from the cochairs
were widely seen as fair and relatively conservative apropos of this
3 to 1 ratio I mentioned before, they achieved at least a modestly
bipartisan result.

We all know the Members of the Committee from both sides who
voted for the cochairs’ recommendations.

So, I think that is the best guide to how to solve this. As Maya
said, the greater degree to which you work on a one-step, full solu-
tion, a full solution, so that we are dealing with another 3 to 4 tril-
lion beyond the 917 originally set in motion under the debt limit
process, I think the better chances of success, the higher the
chances of success.

I just cannot think of a better blueprint than the one that the
Bowles-Simpson group laid out. Is it perfect? No, of course, it is not
perfect.

But it had wide appeal and, for example, I happened—my private
life involves working with the business community and there is
enormous support for the business community in that framework.

And no one has any problem, I do not mean no human being, but
by and large, no one has any problem with the ratios they used,
the size that they wanted to go for, and if you put that to a vote
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at the Business Roundtable or the Business Council or any such
group it would pass overwhelmingly.

That does not mean it is the right thing, but just as an example.

Senator JOHANNS. Maya.

Ms. MACGUINEAS. So, I have to say that I know it is pretty easy
to sit here on the sidelines and say we need to do it. We all know
what the answer is. You just have to do it.

And I think looking at what the members of Bowles-Simpson did
and the gang of six did, it is truly inspiring because we have had
a decade of nobody confronting the really tough choices involved in
fixing the fiscal problems.

And in the past year that has changed. The dynamic has
changed and people have come out and started talking about real-
istically what is going to be involved, and I think we are moving
in the right direction.

I do not think time is on our side but I think we are moving in
the right direction. And a lot of people sitting in this room right
now are critical in that, and it really is terrific.

So, it is frustrating because we know what it is going to take and
we also know that nobody is going to get their first choice.

The past couple of years were for people putting ideas out there,
and there are a number of ideas now. We, in fact, have kind of this
comparison table that shows all the different policy plans that have
})een recommended, and all the overlap. There is tremendous over-
ap.

And it is now the point to say nobody is going to get their first
choice and it is time to start compromising.

So, I think the thing you do is you agree on the fiscal goal. Let
us say that is to save 4 trillion totally, and stabilize the debt.

You run through a couple of scenarios. Let us just look at what
it takes to do that on the spending side. OK. It turns out that real-
istically that is just not politically acceptable for anybody no matter
what party.

Let us look at what it takes to do that primarily on the revenue
side or even 50-50, and it actually is so harmful for growth and
is not really practical.

We know the ratios of Bowles-Simpson are the right place to
start, and we know that that is terrific. My specific recommenda-
tions would be take Bowles-Simpson and put in a little bit more on
health care reform.

I think if there is one place we need to go is to do more on health
care. I think that would have helped buy a few more people into
the entire process of being structurally sustainable, and I think you
have a great working document to start with right there.

And my final point would be Prospect Theory says that you
should give bad news all of once. Get it over with. So, if you are
going to come up with a fiscal package, let us just fix the problem.
If you are giving good news, do it in lots of little bits.

But this is tough stuff. So, we do not want to have to keep com-
ing back and making these hard choices. So, we should go as big
as we can and use something Bowles-Simpson to get us started.

Mr. HovLTZ-EAKIN. I want to echo the proviso that I am a little
uncomfortable giving cheap advice from the easy side of the table.
I have been in the position of doing that for a number of years.
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What you are asking is actually quite hard. But, you know, I think
both Roger and Maya are right about Bowles-Simpson. That is the
politically tested architecture that was much more successful than
anyone really dreamed it would be, and it gives you the compo-
nents on spending and tax reform that are going to be elements of
success. So on the politics, I think that is right.

On the second piece, which is the substance, how to really be
successful, I would urge everyone to really change real programs,
which dominates, in my view, tremendously what we have done so
far, as it processes, promises on caps in the future, sequesters that
are more reneged upon than honored in the history of budget by
the Congress. And so we have really got to change the program so
that it is far more convincing. And in doing that, you know, these
tough issues of taxes and spending, I think we have to somehow
overcome what has been a recent—I do not know what the very
word is—a recent viewpoint where principle compromise is not pos-
sible, it is always viewed as surrender.

It is important to recognize that—you may not think it is fair to
have your program cut, I might not think it is fair to have my
taxes increased. But both of those are dwarfed by how unfair it will
be to leave this problem unfixed and ask the next generation to do
both those things in the presence of a broken economy because we
did not do our job. You know, that is where we are, and somehow
we have to rediscover that spirit and understand that that is what
is at stake.

Senator JOHANNS. Thank you, Mr. Chairman.

Chairman TESTER. Thank you for your answer to the question.
Before we go to Senator Hagan, I would just say, sitting on this
side of the table, I will tell you that I think there is a realization
by everybody up here and a whole lot of folks in the Senate that
tough decisions are going to have to be made, or as every one of
you pointed out, things are going to get a hell of a lot worse.

Senator Hagan.

Senator HAGAN. Thank you, Mr. Chairman, and once again,
thank you so much for holding this session, and for our witnesses,
your testimony is certainly stark, realistic opinions and facts, and
I am hoping that everybody can listen to what you are saying and
realize that we do have to take action. And I have always said that
I have been a strong supporter of the Bowles-Simpson report and
a strong supporter of the Gang of Six, and I am certainly am hop-
ing that the Super Committee goes big, goes long, and goes smart.

Dr. Holtz-Eakin, I have been looking at a number of measures
that might be used to get the economy growing again, and one
measure that I know that has bipartisan support is to allow compa-
nies with earnings trapped abroad to bring that money back to the
United States at a temporarily reduced tax rate. I know you have
done a lot of work on this issue. Can you talk about some of the
economic benefits of what this measure might mean?

Mr. HoLTz-EAKIN. Well, as you know, I have done some work on
this, and I think that Roger is right about how fragile the economy
is. I think we need to do things that boost the near-term growth
rate for sure. I also think we ought to do things that are consistent
with the long-term path we want to end up on. And in my view,
we should end up with a territorial tax system with zero taxes on
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repatriations and a much lower rate overall. This moves in that di-
rection.

I think that if you do a fair reading of the research literature—
and the most important thing about a fair reading is you focus not
just on the companies that in the past have repatriated profits, be-
cause the mistake that literature makes is if a company brings
some money back and repurchases shares, they then pretend that
money is going into a black hole. It did not. It went into the econ-
omy, and a correct reading is what is the overall impact of bringing
those dollars back on the economy, not on those companies. I think
it would have very beneficial impacts. It is the same kind of eco-
nomic impacts as the President’s stimulus bill was modeled on. If
you use those kinds of estimates, you get, you know, $360 billion
in additional GDP from a sort of stylized repatriation policy.

So I certainly think it cannot hurt to bring the money here in-
stead of leaving it overseas, and it is the kind of thing we ought
to do and do quickly.

Senator HAGAN. Thank you.

Mr. ALTMAN. Senator, could I comment for a second on that?

Senator HAGAN. Yes, please.

Mr. ALTMAN. I would just add two provisos. One is there is a
pretty good argument for there being some quid pro quo associated
with repatriation, because we all can look at the amounts of cash—
Senator Tester referred to that—that corporations have already
here in this country on their balance sheets and extrapolate that
the likely result of that repatriation would not necessarily be any
positive impact on, for example, hiring or investment, at least over
the short term, which is when we need it. So there are various
ways to think of quid pro quos, but if it were left up to me, I would
want a repatriation plan which was tied to some positive economic
impact rather than just a blanket one.

And the second proviso is I am a little concerned that we may
need repatriation to facilitate tax reform, and we al know that tax
reform is going to be necessary in the context of deficit reduction
and, more broadly necessary for competitiveness. So I wonder if
that should not be an element in broad-based tax reform rather
than a separate step all unto itself.

Senator HAGAN. Well, I think we do need broad-based tax reform,
but I also think we need to look at what is happening right now
and what we can do to make an impact. But I do appreciate the
comments, too, on how we can structure something to be sure that
it does have more of an economic impact on jobs.

The debt-to-GDP ratio is often cited as a sign of fiscal health. I
would welcome your comments on what ratio of debt to GDP you
think would trigger increases in the interest we pay on our debt.
Anybody on the panel.

Mr. Hovr1z-EAKIN. I think that it is just not possible to draw a
statistical line and say on this side credit markets will trust you,
on that side they will not. It is really about their perception of the
U.S. future and will we be able to get what is clearly an
unsustainable trajectory back on track. And when the confidence
that we can do that goes away, the interest rates rise inevitably.
That is when you see a rush for the exits and real financial market
turbulence.
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So we do not know the number, but we do know that if you use
history as a guide, we are in the danger zone. We already debt-to-
GDP ratios which historically have been associated with slower
growth, high probability of sovereign debt crisis, and we should not
pretend that we have any luxury of additional increases. We should
go the other direction fast.

Ms. MACGUINEAS. So just to jump in on that, I think there are
two sort of economic effects you want to be aware of. One is when
your debt level is harming your economic growth, and the second
is when it is triggering capital markets losing faith in you. So by
all accounts, the best studies that are out there—and there is a
new one just presented at Jackson Hole this summer—we are al-
ready in the danger zone where our total debt is already a drag on
economic growth, which is one of the reasons that a debt consolida-
tion plan would actually be pro-growth. Sometimes it has an imme-
diate negative effect in the very short term, but in the medium and
the long term, that would help us increase growth.

In terms of what level we need to be to avoid a fiscal crisis or
capital markets losing faith in us, exactly what Doug said, nobody
knows. It is really a psychological exercise. We—and Doug was on
this as well—ran a commission, the Peterson-Pew Commission on
Budget Reform, for the past 2 years, and the recommendation we
came out with is stabilize the debt at 60 percent of GDP, at the
time we said 2018. That now looks out of the range of possibilities,
unfortunately. None of the plans in place would accomplish that.
But we could credibly get to 65 percent of GDP by the end of the
decade, and I think what you want to do is push yourself as far
as you can get without taking a goal that is so high—I mean, we
cannot get back to historical averages this year, this decade. We
cannot balance the budget this decade in all likelihood. We would
like to, but we are too far away.

So it seems to me that the range of 65 percent of GDP by the
end of the decade is the right thing to be shooting for and that
markets as well have kind of glommed onto that number and fo-
cused on that.

Senator HAGAN. Thank you, Mr. Chairman.

Chairman TESTER. Senator Wicker.

Senator WICKER. Well, Mr. Chairman, I want to thank you for
putting together a balanced panel, and I think both the testimony
today and the questions have been very helpful. So thank you.

Dr. Holtz-Eakin, let me begin with you. What is your under-
standing of the President’s proposal with regard to tax increases on
wealthier Americans? He has famously been referring to Warren
Buffett and talking about the fact that Mr. Buffett’s secretary pays
a higher percentage in taxes than Mr. Buffett does. What is your
understanding of exactly what the President is proposing and what
effect that would have on the economy?

Mr. HovLTZ-EAKIN. I do not know exactly what he is proposing.
It sounds——

Senator WICKER. You have been watching him pretty closely,
haven’t you?

Mr. HovLtz-EAKIN. I do pay some attention, sir. I do not know the
specific proposal. It sounds like something we already have, which
is the alternative minimum tax, to make sure that those with high
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incomes pay a minimal rate. In that case, we should fix the alter-
native minimum tax instead of adding another layer of tax.

It also to my mind sounds like Mr. Buffett, although a famously
successful financier, is not a very good tax policy analyst. The lay-
ers of taxes on many of those pieces of income start at the cor-
porate level, and they are not reflected in that calculation.

And the last point I would make about this is all of the discus-
sion today has focused on in particular Bowles-Simpson, but in
general the need for tax reform being the route to higher revenues.
Proposals that raise marginal tax rates go the wrong direction from
a tax reform proposal. And what we need are a broader base, lower
rates, better growth policy in our Tax Code, and none of these pro-
posals are consistent with them.

Senator WICKER. Ms. MacGuineas, do you agree with that final
statement about proposals that raise marginal rates being harmful
to job creation and economic growth?

Ms. MACGUINEAS. I do. I do not think we are at a point where
the marginal rates are so high that they are incredibly negative on
the economy, but I think if we tried to solve this problem by raising
marginal rates, that would be the complete wrong approach be-
cause we have a tremendous opportunity to reform the Tax Code
in a way that actually lowers marginal rates. That is what happens
when you have over $1 trillion a year in tax expenditures that
probably misallocate capital more often than not and greatly com-
plicate the Tax Code. So we have a remarkable opportunity to raise
any revenues that we want to raise as part of a fiscal package
while simultaneously lowering rates.

The thing that I do understand is I remember back in graduate
school studying these tensions, and one of the biggest tensions is
between economic growth and equity. And I understand the frus-
tration that growing income inequality is at profoundly disturbing
levels right now, and you want to think about ways, while we are
dealing with fiscal problems, to try to get at that. But even if you
want to make the Tax Code more progressive than it currently is,
you can do that as part of fundamental tax reform while lowering
rates overall as well. You can do distributional changes that are
pro-growth as part of tax reform, and I would say that, if we want
to change any of the distributional effect, should be how we do it.
Increasing marginal rates just politically it is not the right way to
start right now, but more importantly, economically it would be
much less beneficial than the Bowles-Simpson type of approach to
reforms.

Senator WICKER. Mr. Altman, do you want to respond to that?

Mr. ALTMAN. In effect, I want to add a footnote. I agree entirely
with the points Maya just made, that the Bowles-Simpson ap-
proach—focusing on tax expenditures, broadening the base, low-
ering rates—is the best approach, and hopefully we will undertake
serious broad-based tax reform soon. But just for the record, if the
Bush high-earner tax cuts were to expire and we were to return to
the Clinton rates, 39.6 on the top marginal rate, 20 percent on the
capital gains rate and so forth, I think we have a lot of evidence
during the 1990s that that was not damaging to economic growth,
damaging to investment, damaging to financial markets. And I do
not believe it would be again damaging.
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Is it the optimal way to go? No. But would it have dreadful, ter-
rible, catastrophic effects? I believe the answer to that is no.

Senator WICKER. OK. Back to you, Dr. Holtz-Eakin. Would you
challenge that last statement of Mr. Altman?

Mr. HoLTZ-EAKIN. I am sure Roger is doing better empirical
work than many who defend what went on in the late 1990s, but
my concern is that you often hear this, “Well, we raised taxes and
the economy grew like mad and everything was great.” People for-
get we also had a tech bubble which, when it burst, provided the
same level of losses as did the housing bubble bursting and caused
a recession. That very same tech bubble was the source of the rev-
enue surge that ultimately led to budget balance and surplus in the
United States, and it was also fueled by the peace dividend with
the decline of the Soviet Union.

I do not think anyone wants to go back to a world that relies on
being safer in the globe—we are not—and having a bubble fuel
both the Federal budget and private economic growth.

So I think the tax policy did not make that happen. I think other
factors made it happen, and to raise taxes back to those levels in
this environment would be a bad idea.

Senator WICKER. OK. Dr. Holtz-Eakin, let me begin with you on
a second thread. This Congress passed and President Obama
signed a stimulus package of approximately $820 billion early in
2009, and let me make my question bipartisan. In early 2008, there
was a modest $152 billion stimulus bill passed by this Democratic
Congress and signed by President Bush.

Did those two economic stimulus packages work? Were any part
of them a success? Were they helpful in any respect?

Mr. HoLT1Z-EAKIN. I would give——

Senator WICKER. And let me just do this because I do not want
to interrupt you. If you had $821 billion to spend in early 2009,
how could we have better spent it?

Mr. HoLTZ-EAKIN. So I am not a big fan of the 2008 episode. 1
think the evidence is pretty clear that that temporary stimulus,
and many others designed that way, are largely ineffectual, and
that one—there is nothing in the data to suggest it worked.

The 2009 I think you have to evaluate by a different standard.
There is no President or Congress who would not have acted in
those circumstances. You had to. And my reading of what we did
with that is, you know, we threw nearly a $1 trillion at the econ-
omy. That has to have an impact. Assertions that there was zero
impact from the stimulus just cannot be right. The work we have
done suggests that—since we will never know what would have
happened in the absence of it, it is always guess work. But the
work we have done suggests that stopped the fall by about $1 tril-
lion, and that was good. But there were not these grand multiplier
effects that you hear so much about, that basically for every dollar
we spent, we got $1 of GDP, maybe a little more. And that I think
reflects the design flaws in that bill. The bill had numerous defi-
ciencies. We have heard a lot about the shovel-ready things that
really were going to take a long time. That was predictable. It also
contained many things which were not about short-term stimulus
but which were downpayments on a domestic policy agenda by the
Administration. They should have actually focused on things which
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were genuinely short-term stimulus. And it was unrealistic, I
think, to scale up some things and expect them to work. The best
example is we used to have two $20 million rural broadband pro-
grams in the Federal budget, one in USDA and one in the Depart-
ment of Commerce. That bill had $4 billion for rural broadband.
There is not any organization in the public or private sector that
can scale itself that much overnight and use the money effectively.
It just cannot. And it was destined to fail. Worse, once attention
got focused on things like that, everyone running such programs
was afraid they were going to end up on “60 Minutes” as the poster
child for waste, and so they started writing grant agreements that
were ironclad so that they would be safe, and the money never
went out.

And so it really was a flawed effort, and we could have done
much better with the $800 billion.

Senator WICKER. Mr. Chairman, it is only you and I left on the
panel. I have a number of other questions. Perhaps you would like
to take another round or just tell me how you would like to pro-
ceed, but I have at least another round.

Chairman TESTER. No, no. We will do another round. I have just
a couple left, and that would be good.

You folks have all described the fragility of this economy. I am
going to start with you, Mr. Altman, given your background and
your work. If the Super Committee was to come out with $3 to $5
trillion in reductions, how do you think the capital markets would
respond? And just as importantly, how quickly would they respond?

Mr. ALTMAN. Overnight, and at least on the equity side and glob-
ally, very positively. It would be a big surprise. If we were getting
to the verge of that, presumably we would all see that we were get-
ting to the verge of it. But, in general, it would be a big surprise.
It would be a huge positive surprise, and it would have a tonic-like
effect. All markets would respond very positively. As I said a
minute ago, interest rates in most sectors of the credit markets are
already so low that I do not think they could go lower because they
are so low for some of the wrong reasons. But the overall effect
would be big and it would be overnight and it would be positive.

Chairman TESTER. And the potential for those interest rates to
blow up would be minimized, do you think?

Mr. ALTMAN. Yes, although I do not think we are going to see
any blowup soon, because as I say in my testimony, right now, as
is the case so often with financial markets which have, by defini-
tion, a rather short term point of view, the focus is on the Euro-
pean sovereign debt crisis and the risks of recession in both Europe
and the United States. That focus will return to our deficit and
debt problem. It is just a matter of when. There is no doubt that
it will return. And if we have not done much to solve it, that will
be a bad time. But right now that is not what is preoccupying mar-
kets because the other two issues are so front burner. But I do not
think there is a risk of blowup over the very short term. But as
I said earlier, a failure on the part of the Super Committee, cannot
agree, defaults to the sequester, is going to be taken quite poorly.

Chairman TESTER. Maya, as far as capital markets, do you
agree?
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Ms. MACGUINEAS. I agree completely. I think the question is
what will happen if they come out with something in the medium
size and whether that will be reassuring or not. But I think we
know that there would be an immensely positive upside if they
came out and exceeded expectations; and if they gridlock and they
cannot get anything done, this is just going to be another sort of
failure that keeps markets low and uncertainty high and is very
damaging.

Chairman TESTER. Well, let me touch on that again, and we will
get to you, Doctor, and you can address any of them you want. But
if they come out with a medium size, what do you think is going
to happen to the capital markets?

Mr. ALTMAN. Maya said earlier it depends on the composition of
it, and it depends on the precise size. But so that I am not wishy-
washy, I think if there is a successful outcome in the sense that
the Super Committee actually reaches agreement and the package
is bigger than the minimum, the reaction is going to be positive,
not negative.

Chairman TESTER. Yes, go ahead, Maya.

Ms. MACGUINEAS. Just one quick point, which is I do think that
if they were to come out with the minimum, the 1.2, but set in
place the next stage so that we can sort of encompass all of go big
in some stages but it is all one comprehensive piece, that would be
reassuring. We cannot just say 1.2 and we are done, we will until
after the election, because that is not going to do the trick. But if
we keep this momentum building, I think that can be positive.

Chairman TESTER. I agree. Doctor.

Mr. HoLTZ-EAKIN. Just on the mechanics of it, I think a numer-
ical success big enough to move the next debt ceiling increase past
the election would be a very big win for the financial markets. And
then in terms of looking at the markets to monitor the reaction, I
just want to say what I think Roger said, which is look at the eq-
uity markets. I think that is going to be the key. We actually want
interest rates to go up. We do not want them to spike and reflect
a crisis, but higher interest rates, you know, throw me in that briar
patch. That would mean we are actually growing. That would mean
we are actually are looking more normal as an economy.

Chairman TESTER. OK. Taking it down to a small Main Street
business, working-family perspective, how would they be impacted,
either by the capital markets or by some sort of big agreement
overall? What would be the positive impacts? What would be the
negative impacts? Whoever wants to start can.

Mr. ALTMAN. Oh, maybe I will start. There should be a positive
impact on credit availability. Right now a lot of lenders see this
weakening economic condition, which leads, of course, to weaker
credits for everybody, and lenders are very, very hesitant. We see
that everywhere. So I think it would have a positive impact on the
ability of a small business to borrow, at least at the margin.

I also think it should improve confidence levels at the business
level and the consumer level. You should see—and this will not
happen in a tidal wave sense, but you should see some improve-
ments in consumer spending, and you should see some improve-
ments in business investment and hiring. I do not want to imply
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they will be dramatic overnight, but some of those spigots should
begin to turn a bit.

So I think there are benefits and that they will be meaningful
over the medium term.

Chairman TESTER. OK. Maya or Dr. Holtz-Eakin?

Ms. MACGUINEAS. I think certainly there would be more stability
than there currently is, and I think that would have the deepest
effect on the business environment where some of the uncertainty
is really causing businesses—you know, they have two problems
right now. There is not sufficient demand, and there is certainly
not enough stability and security for them to invest as we need to.

I think if we were to see a political compromise, we should not
underestimate the huge increase in confidence that you would see
in this country to see a functioning political system because people,
as you all know from going back home, are so frustrated with—you
know, the solution is in sight, and yet we cannot find the political
way to get ourselves there.

Chairman TESTER. That is right.

Ms. MACGUINEAS. And I think the real advantage—and it is
similar to your question about stimulus, but in some ways it is the
counterfactual. What would happen if we do not do it? And the real
advantage would be some things that families may never under-
stand, which is how much better making some of these tough
choices now, whether it is raising the retirement age gradually in
the future or scaling back on some benefits or slightly higher taxes
at some point, is so much better than waiting until markets force
us to make these changes, where all of those tough choices will be
there—we will have to do them all, and we will have to do them
in a much greater scale, and we will not be able to protect people
from dangerous tax hikes that would choke off the economy. And
we will not be able to protect people from making more changes to
the safety net than we otherwise would have to.

So it is doing it now in a thoughtful and gradual way that allows
us all to protect the most important interests as opposed to waiting
until we are hit with a crisis, which would be the worst across the
board.

Chairman TESTER. OK. Dr. Holtz-Eakin.

Mr. HoLTZ-EAKIN. I think three things.

First, a crisis averted. It might not be visible, but it is the big-
gest benefit, and emphasis should be placed on that.

Second is I believe there will be beneficial business climate im-
provements, and that will mean jobs and growth. And that is the
number one priority. It is going to be especially important among
young people who have been disproportionately hurt by this reces-
sion, both in terms of the numbers and duration of their unemploy-
ment, the wage losses, and I think with people dropping out of the
labor force, we are running the real risk of a cohort having mar-
ginal attachment to the labor force, and that leads to bad social
problems. Main Street is not going to like that, so that would be
a benefit.

The last thing is just that the mechanics of a household level,
there is no real confidence in Social Security. Medicare has to be
a scary proposition. There is an incentive then to save against a
future that is really quite uncertain in their mind. Settling some
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of that would mean that they can concentrate on fixing household
balance sheets, which is important, but not more. And they would
then live better in the moment than they would otherwise, and
that I think they would see right away.

Chairman TESTER. Good. Senator Wicker.

Senator WICKER. Thank you.

Ms. MacGuineas, could you briefly describe the additional health
care reforms that you would have added to the Bowles-Simpson re-
port? And would they have attacked the real problem with health
care costs, namely, that they are rising at 3 to 4 times the inflation
rate?

Ms. MACGUINEAS. Right. So as I mentioned before, I think prob-
ably the part that needs to be strengthened the most in Bowles-
Simpson is to do more on health care. And a stark reality on all
this is none of us know how to fix health care. This will be—you
know, we can fix Social Security. We can do it. With health care
we are going to have to go back a number of times. And so the an-
swer, when it comes to health care, is we have to do everything we
can possibly do, and I look at that as kind of three categories. One,
there are the things that will save money, and they are not struc-
tural, but they will save some money. So if that comes from pro-
viders or wherever we can find that, that is a savings. It does not
bend the curve.

The most important area

Senator WICKER. We have hit the providers pretty hard.

Ms. MACGUINEAS. We have hit the providers very hard, and
there is only so much—if there is even anything that you can
squeeze out of there.

Senator WICKER. OK.

Ms. MACGUINEAS. That is short term, how you save money. What
is really important is how you slow the growth. I think what came
out of the Obama and Boehner discussions was critically important.
Let us talk about raising the retirement age because that is one
thing that we now have the ability to do in Medicare that would
save money in ways that created better incentives. I think reform-
ing the tax expenditures for the health care exclusion, which is
part of Bowles-Simpson, but looking at that as aggressively as pos-
sible, would make a big difference.

I think greater levels of cost sharing is very, very important, and
I think we have to look at that as aggressively as we can while pro-
tecting people who cannot afford to pay more. And I think mal-
practice

Senator WICKER. You would do that at the higher-income level?

Ms. MACGUINEAS. I would do that at the higher end, and where
you had to, at the medium levels. I mean, we have to—we cannot
perpetuate this notion that health care is something that somebody
else pays for for you. So bringing people closer to the effects and
the prices helps us make better choices, just like it does in other
markets, even though health care is not a normal market.

Then when it comes to the deepest structural reforms, I believe
health care does need to have a budget that limits its growth.

Senator WICKER. I interrupted you, and you were about to
say
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Ms. MACGUINEAS. I was about to say with medical malpractice
and tort reform, I think that should be a piece of it. And depending
on how you do it, it can save more or less money. But I think that
is something we should look at. Basically every idea that is out
there—I look at what Coburn and Lieberman did, I look at what
all other outside groups have recommended, and I would do as
much as we possibly can.

And then on structural reforms, I do think thinking about a
version of premium support, which is the one that Domenici and
Rivlin recommended, where you look at premium support, but it
grows at more manageable, I think, levels than the proposal that
has come out of the House on that, so the growth rate would be
a little bit higher, and it stays in place—it keeps in place tradi-
tional Medicare as a parallel program, and you control costs of both
of those, is a way to get at some of these deeper structural reforms
we need to make. But we cannot have health care be open-ended
indefinitely. We are going to need to put real budgets on that.
There are different approaches to that. IPAB is another way to
help control costs, and those all need to be considered to stay with-
in a health care budget.

Senator WICKER. Let me begin with Mr. Altman, and then the
other two can respond. Of the target of $1.2 trillion, realistically
how much of that can be achieved through reductions in discre-
tionary spending in the 10-year window?

Mr. ALTMAN. I think all of it can be achieved through discre-
tionary spending, if it has to be. But if I interpret your question
a little more broadly, that does not send a very encouraging signal
because you are dealing with such a small portion of the total
budget, and you are saying we cannot deal with entitlements, we
cannot deal with revenues, and so we are going to do it entirely
this way.

Would $1.2 trillion divided equally between defense and non-
defense over 10 years be undoable? No, it would not be undoable,
although I am sure there is a big, huge debate in the national secu-
rity community as to whether that magnitude of defense cuts could
be managed or not. My very amateurish judgment—but I do talk
to a few people that know something, unlike me, about that—is
that it could be. But it is not the ideal approach.

Senator WICKER. Dr. Holtz-Eakin, in answering the question, if
you could discuss how severely we would have to get into those
three core functions that you mentioned in your presentation of in-
frastructure, basic research, and national defense.

Mr. HoLTZ-EAKIN. I do not want to say none, but that would be
my best advice, that, in fact, going with exclusively discretionary
cuts comes with two very serious handicaps. One is that discre-
tionary spending is where we locate those core functions—national
defense, basic infrastructure, research—and those are things that
we need to both do and do better in the United States. And I think
it would be a mistake to focus the cuts there.

The second is that you cannot cut discretionary spending 10
years from now. Discretionary spending is done annually, and it is
utterly unconvincing, given the budgetary history of the United
States, to promise to cut discretionary spending 10 years from now.
So I think markets are going to look at that and say, “Yeah, right.”
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Real changes to mandatory spending programs start now and stick
and are far more compelling and the place that I think the Com-
mittee should be focused.

Senator WICKER. OK. Let me ask all three of you, and I will
begin with you, Dr. Holtz-Eakin, and then we will just go down the
panel, and this will probably end it up, Mr. Chairman, and I thank
you for your indulgence.

If we go big and long, is it not true that we can have a very posi-
tive effect even if we do not reach much over the $1.5 to $2 trillion
amount because we have done long-term structural things? And I
am asking specifically about the really tough political things where
the Chairman and I and the President would all have to agree to
hold hands and jump off the high dive together. If we follow the
suggestion of gradually raising the Medicare age for people who are
under the age of 55 presently to eventually match the—bring the
Social Security and Medicare ages together, if we redo the CPI to
make it more accurately reflect the real world for retirees, if we do
the means testing beginning at the top end for some of these enti-
tlement benefits, if we do those sorts of things, we do not get as
much punch in the 10-year window that we are talking about. But
is it not a fact that we have really done better by future genera-
tions than doing some of the low-hanging fruit that Ms.
MacGuineas talked about in her testimony?

Mr. HoLTZ-EAKIN. I completely agree. If the gentlemen you men-
tioned could hold hands and address Social Security, Medicare,
Medicaid, and the Affordable Care Act, make fundamental changes
to their trajectory over the long term, and hit only $1.2 trillion in
the first decade, I think that would be an enormously beneficial
step, and I think everyone would recognize it as such.

Senator WICKER. Mr. Altman.

Mr. ALTMAN. Well, of course, you cannot jump off the Wash-
ington Monument now because it is closed, but I agree with Doug.
If the Super Committee, A, did more than the minimum and, B,
took on the issue as you are talking about, the reaction and some
of the benefits I said to Senator Tester in response to his question
really would be very considerable, very positive result.

Senator WICKER. Ms. MacGuineas.

Ms. MACGUINEAS. Absolutely. It is a really important question—
because if we could focus on something that would say raise the re-
tirement age gradually, means-tested entitlements in the way that
protected people who depend on them but asked for people who do
less to give more, and I would also add into that at least some re-
form of tax expenditures—because do not forget, some of the tax
expenditures are growing as quickly. They are just like entitle-
ments, and some of the problematic ones. Boy, would that be a tre-
mendous package. And the CPI as well, of course, which is a tech-
nical fix. There is absolutely no reason we should not be correcting
a CPI which overstates inflation.

But all of those things have the benefit of having the savings
compound over time so they would not show as huge savings in
that 10-year window, but the effect they have is so important be-
cause what it does is it brings that debt level down.
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Now, I do think that you want to have some savings in the 10
years because our debt levels need to be brought lower, but more
important than that is that they are on that downward trajectory.

The only thing I would recommend is that just as Doug said
about caps, things can be undone, you want to make sure that all
those changes are credible and that there is a real political commit-
ment to stick to them so that they are reassuring enough that
those savings which would material more in the long run would
come along as promised. And I think there are budget process ma-
neuvers that could help tie up a deal like that. And anything along
the lines of what you just put out would be immensely reassuring
and helpful to the economy.

Senator WICKER. Well, thank you. I want to thank the panelists.

Let me just observe in closing, Mr. Chairman, almost every Sen-
ator who came and attended today spoke out in favor of going big
and going long, and I would add what Senator Hagan said, going
smart. I immediately embraced the concept of the Group of Six. It
was an idea that was so trashed at once from both the right and
the left that it was dead on arrival by sundown of that very day.

I think there is a willingness on this panel and in this Senate
and both ends of the Capitol to do something tough at this moment
of divided Government. I serve in a Democratically controlled Sen-
ate. The House of Representatives is Republican. The executive
branch is Democratic. And, frankly, the agencies and the regu-
latory bodies are largely Democratic. But this is an ideal time—it
is actually the perfect time to do big things where we all have our
fingerprints on them, and we cannot make them an election issue
afterwards.

I would just suggest to my Democratic friends and to anyone
within the sound of my voice that if the President of the United
States would step forward and give a clear signal to the Super
Committee that he is willing to be engaged in this, he is willing
to endorse this, he is willing to say early on that he would sign leg-
islation that goes big and goes long, I think we could get it done
a la Tip O'Neill and Ronald Reagan, and we would actually have
?omething that we can tell our grandchildren that we did for their
uture.

Chairman TESTER. Thank you, Senator Wicker, and I do not
think there is a soul, on this panel at least, that does not agree this
is the preeminent issue we have got to deal with. So we are going
to have to get on the same page.

Instead of talking about the good things that can happen with
the good, long-term big package, I want to talk about the other side
of the equation. Let us say that the Super Committee cannot come
to any sort of real recommendations. Let us say that the sequestra-
tion i1s evident that it is going to start and with that will be bills
brought up to the Senate, at least, and probably the House to
eliminate programs that will be sequestered, for example—well,
one of them, military spending has already been brought up. We
are not going to do that.

Give me some sort of idea—and I think I know what your answer
is going to be, but give me some sort of answer on what that would
do, that not only do we not come to some sort of $1.2 trillion discus-
sion, or much bigger than that, but also the sequestration that has
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been mandated by the agreement that was done on the debt ceil-
ing, there are inroads into that so that that does not even happen.
Give me some sort of idea. Doug, you can start.

Mr. HoLTz-EAKIN. Well, I think, you know, obviously you would
have severe disappointment in markets. I am firmly convinced that
you would see more agencies downgrade U.S. credit ratings. I think
you would see markets steadily reevaluating the relative position
of the U.S. versus other places to park their money. Because it is
always relative, we can, you know, be the best-looking horse in the
glue factory or the world’s tallest pygmy or a lot of things that we
are right now, but markets at some point are going to decide some-
one else is just a little bit better, and that would trigger the more
dramatic reaction.

You do not want to find out when that happens. We do not need
that experiment, and we should avoid it.

Chairman TESTER. Thanks. Roger.

Mr. ALTMAN. Well, Senator, I agree with what Doug said. Let me
just add one element. Right now there is a widespread expectation
that the Super Committee is going to fail to agree, and that expec-
tation, among other things, is being underscored by Members of
Congress themselves who often privately rather than publicly are
themselves saying that.

So the expectations are awfully low right now, and apart from
agreeing with everything Doug said, one of the advantages of actu-
ally achieving an agreement, especially if it were above the min-
imum, it would be such a surprise. You know, it would be doubly
geneﬁcial because it would be confounding the conventional wis-

om.

Chairman TESTER. Maya.

Ms. MACGUINEAS. It is terribly discouraging because I think the
trigger is a real problem. Peterson-Pew came out with a number
of recommendations about how to build a trigger, and basically
there are two ways you want to do it. You want to create a trigger
that either is something that if it went into place would be a good
thing. Like a good trigger would be, well, if you do not come up
with an option, Bowles-Simpson goes into place. Right? You pick a
default that is good or that is strong enough that it causes people
to act but they will not bypass it.

This trigger, so much of it is security. You can already see people
lining up to be concerned about it. So many things are exempt. We
recommended that you have broad-based triggered both on reve-
nues and on spending so both parties would hate them and you not
exempt any program so that all people would say we do not want
this to hit.

So I am concerned that the design of the trigger is not as effec-
tive, and the main thing that is going to cause action is not just
the threat of the sequester, but that it is the right thing to do, that
there is this huge outcry to do the right thing. And you can just
see from the comments we have heard today on this, the Senators
who have been here have just asked all the right questions and
showed the momentum to do the right thing. That is what is going
to push it more than the sequester, I believe.

Chairman TESTER. I would agree. I want to thank you all very
much for your testimony. As I said when I met you earlier today,
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I appreciate the work you have done in preparation for this Com-
mittee, and I appreciate your insights about this whole process and
how li{t can work very, very well or how it might turn into a train
wreck.

I can tell you from a personal standpoint, one of the reasons I
wanted to have this hearing, as Senator Bennet said, this is a very
important issue. But we also need to give the Super Committee the
knowledge to know that there are a lot of people out there that
want to see this thing work and work well for our country and for
our kids. And now is the time to act. We cannot continue, we just
cannot continue to kick the can down the road.

I remain optimistic. My fellow Senator from Montana, Max Bau-
cus, is on that Committee. I hope that he as well as the other five
Senators can provide solid leadership to bring forth comprehensive
deficit reduction. I think it is the Senate’s—I think it would serve
the Senate well, and I think there are—I mean, as I counted it up
here, I think almost everyone one of us, if not every one of us, are
part of the Gang of 35, if that is a gang or group or whatever you
want to call them, pretty much evenly split, Democrats and Repub-
licans, that want to see a big reduction plan.

As was pointed out, as we look to the future, this is 3 percent.
My God, we ought to be able to do that with our hands tied behind
our back.

So just as a formality, this record will remain open for 7 days
for any additional comments and questions that might be sub-
mitted for the record. I once again want to thank you all. You may
come from different political persuasions, but I think I heard a hell
of a lot more agreement than I did disagreement today. I very
much appreciate that because I agree with what you said.

Thank you all. We are adjourned.

[Whereupon, at 11:46 a.m., the hearing was adjourned.]

[Prepared statements and additional material supplied for the
record follow:]
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PRESIDENT, CENTER FOR A RESPONSIBLE FEDERAL BUDGET

OCTOBER 5, 2011

Chairman Tester, Senator Vitter, Members of the Subcommittee, thank you for
inviting me here today to discuss the economic problems presented by our budget
deficit.

I am Maya MacGuineas, president of the bipartisan Committee for a Responsible
Federal Budget and the director of the Fiscal Policy Program at the New America
Foundation. I am also a member of the Peterson-Pew Commission on Budget Re-
form, which recently released two reports—Red Ink Rising and Getting Back in the
Black, which focus on the need to adopt multiyear debt targets and automatic trig-
gers to help improve the budget process.

Our debt as a share of the economy is now higher than it has ever been in the
postwar period, and we are on track to continue adding to it indefinitely. In all like-
lihood, the debt is already a drag on economic growth, and without changes, it will
at some point result in a fiscal crisis.

At the same time, we face serious economic challenges: a slowing economic recov-
ery, unemployment at unacceptably high rates, and a number of persistent problems
from a skills shortage, underinvestment in a number of critical areas, and an abys-
mal, inefficient, and anticompetitive tax code, all of which stand in the way of
longer-term growth. So we have our work cut out for us.

The debt owed to the public grew from $9.0 trillion, or 62 percent of GDP, at the
end of fiscal year 2010 to $10.1 trillion, or 67 percent of GDP, at the end of fiscal
year 2011. Under the Congressional Budget Office’s current law baseline, debt is
projected to grow to $14.5 trillion by 2021. Interest payments alone would be over
$660 billion in 2021.

Yet, these assumptions are likely wildly optimistic. The Committee for a Respon-
sible Federal Budget recently updated its “Realistic Baseline”, which includes more
realistic assumptions about future tax and spending policies than the current law
assumptions CBO is directed to follow.* Our baseline shows deficits at nearly $1.1
trillion, or 4.5 percent of GDP, by the end of the 10-year window; public debt grow-
ing to $19.4 trillion, or 81 percent of GDP; and interest payments reaching $815 bil-
lion in 2021.

*The CRFB Realistic Baseline assumes the 2001/2003/2010 tax cuts are fully extended, the
AMT continues to be patched, war costs slowly decline, and scheduled reductions to Medicare
payments to physicians continue to be waived for remainder of the decade. It does not assume
theh$1.2 trillion in savings the Joint Select Committee on Deficit Reduction has been charged
with.



34

Under realistic assumptions, debt will continue to grow over the coming 10 years,
and then continue to rise to over 100 percent of the economy in the late 2020s, to
over 200 percent in the 2050s, and eventually to nearly 400 percent by 2080. Obvi-
ously, we would experience a fiscal crisis well before it would ever get to these
points.

Large deficits and debt have a number of negative effects.

e They harm the economy by diverting capital from productive investments to fi-
nance Government borrowing, which will inevitably push up interest rates and
the cost of capital for families and businesses. A number of academic studies
find that high debt levels are already likely negatively impacting the U.S econ-
omy. 1

e From a budgetary perspective, high debt levels lead to higher interest payments
which squeeze out other Government spending and lead to higher taxes. Higher
interest burdens also leave the Government more vulnerable to increases in in-
terest rates. The Congressional Budget Office recently found that if interest
rates were one percentage higher each year than currently projected, it would
lead to $1.3 trillion in additional interest costs over the next decade. 2

e High debt levels lead to loss of fiscal flexibility. Though the past recession was
quite severe, we escaped a far worse outcome due to our ability to borrow to
smooth out some of the economic shocks. With our current higher debt levels,
we no longer have as much fiscal space to respond to emergencies, and doing
so will cll)e much more difficult and costly in the future if the debt trend is not
reversed.

e From an intergenerational perspective, excessively high deficits and debt reflect
the basic policy of our spending, yet refusing to pay for it, and passing the bills
along to future generations, along with a lower standard of living than they
would otherwise enjoy. This inequity is exacerbated by the fact that the bulk
of our Government spending goes to consumption—much of it for the elderly—
rather than investments, which would at least have the potential to boost
longer-term growth.

e The uncertainty that comes from businesses and households knowing the
changes will have to be made, but not knowing what they are, makes planning
and investing significantly more difficult than if policy changes were already
clearly put in place. The lack of certainty is one of the major factors causing
businesses to keep their cash on their balance sheets rather than making pro-
ductive investments that would help create jobs and grow the economy.

e Finally, ultimately, unsustainable levels of debt will lead to some type of a fiscal
crisis. Once unimaginable in the United States, we should no longer see our-
selves as immune from such a crisis.

The solution to all of the risks of higher debt is a multiyear, comprehensive fiscal
plan that would stabilize the debt at a manageable level and set it on a course to
decline as a share of GDP. The sooner we enact such a plan, the better.

We should aim to bring the debt down to around 60 or 65 percent of GDP over
a decade—still significantly higher than the historic average of below 40 percent,
but more manageable—and continue to bring it down to precrisis levels over the fol-
lowing decade. All areas of the budget should be on the table.

The debt threat is extremely serious, but it is also an opportunity to restructure
our budget and tax system for the 21st century. By shifting our budget from one
directed towards consumption to investment, we can lay a new foundation for
growth. In order to be competitive down the road, we must strengthen critical in-
vestments in human capital, infrastructure, and high value research and develop-
ment. And our tax system needs to be fundamentally reformed to both help grow
the economy and raise more revenues to help close the fiscal gap.

Debt Reduction as an Engine for Economic Growth

It is important to recognize that debt reduction is not at odds with economic
growth strategy, but rather, a central part of one. Putting in place a credible
multiyear debt stabilization plan immediately has a number of economic advan-
tages.

1See, Stephen G. Cecchetti’s September 2011 paper: “The Real Effects of Debt”. http://
www.ke.frb.org [ publicat [ sympos /2011 /2011.Cecchetti.paper.pdf, and Carmen Reinhart and
Kenneth Rogoff, “Growth in a Time of Debt”. Atip://www.ycsg.yale.edu /center/forms/growth-
debt.pdf

2See, the Congressional Budget Office’s January 2011 “Budget and Economic Outlook”.
http:/ www.cbo.gov / ftpdocs | 120xx | doc12039/01-26  FY20110utlook.pdf
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First, a credible debt reduction package reduces the negative consequences of ex-
cessively high debt levels, including pressure on interest rates and payments. The
Congressional Budget Office has analyzed the potential impacts of a multitrillion
debt reduction plan over the course of a decade and has found that while it can
dampen economic growth in the short-term, the overall size of the economy later in
the decade and over the long-term can be notably larger. CBO estimates that by
2021, real GNP could increase by 0.6 to 1.4 percentage points from a $2.4 trillion
debt reduction plan, compared to what otherwise would have occurred, 3 The Inter-
national Monetary Fund has also found that fiscal consolidation in high-debt coun-
tries will be beneficial and likely increase output over the long-run.4 There is also
evidence that the announcement itself of a credible, long-term debt reduction can
have positive economic effects in the short-term effects by improving confidence and
pushing down long-term interest rates. Finally, debt reduction would reduce or
eliminate the risk of a fiscal crisis.

Second, a credible, multiyear debt reduction plan can help free up enough fiscal
space upfront to allow the economic recovery to continue to take hold. Rather than
implementing immediate spending cuts and tax hikes, budgetary changes could be
phased in more gradually, putting the debt on a glide path to stable and then de-
clining levels. Gradual changes would also allow beneficiaries of our entitlement
programs and taxpayers more time to adjust. But, a plan does need to be credible
to be effective. Three keys to a credible plan are:

e It must be put in statute, not just promised.

o It must be bipartisan so that there isn’t an immediate push by either political
party to undo it.

e It must include a well-designed fiscal rule to ensure that savings are realized
as promised and that the plan stays on track. Such rules could include spending
caps at the levels of an agreed-upon plan, and broad-based automatic triggers
that provide savings if policies fall short. The more difficult to override, the bet-
ter. The Peterson-Pew Commission reports and the Gang of Six plan include a
number of budget process reforms that should be integrated into any debt re-
duction plan to help ensure that stays on track.

Third, a multiyear plan will provide businesses and households more confidence
and stability, allowing them to spend, invest and plan in ways that will help the
economy.

Fourth, the added pressures on spending will likely lead to better oversight of
Government programs and reforms or elimination of outdated, ineffective, and re-
dundant spending programs. This is also an important opportunity to transition the
U.S. budget from a consumption-oriented budget to an investment-oriented one,
which will be critical to long-term economic growth. In so doing, consumption ori-
ented programs would be cut, while spending on many key areas of productive pub-
lic investments would be increased. Our current incremental approach to deficit re-
duction is doing just the opposite of thoughtfully reassessing our priorities and their
effects on economic growth, and we are instead chipping away at the absolute wrong
parts of the budget.

Finally, a comprehensive plan to stabilize the debt, if large enough, will by neces-
sity include reforms to entitlement and the tax system, which if done prudently, will
help grow the economy. Examples of such pro-growth structural reforms would in-
clude:

e Fundamental tax reform like what the Bowles-Simpson Fiscal Commission pro-
posed, which dramatically reduces tax expenditures, lowers rates—including
corporate tax rates, and uses a share of the revenues for deficit reduction.

e Entitlement reform—particularly health and pensions, not only because this is
primarily where our fiscal challenges lie, but because fundamental reforms
would allow us to more efficiently use our country’s resources, and provide bet-
ter incentives for consumptions, savings, and work.

While smaller budget deals are less likely to include fundamental overhauls of
major entitlement programs and the tax code, a larger deal would encompass all

3 See, the Congressional Budget Office’s July 16, 2010, report: “The Macroeconomic and Budg-
etary Effects of an Illustrative Policy for Reducing the Federal Budget Deficit”. http://
www.cbo.gov / ftpdocs [ 123xx / doc12310/ 07- 14-DeficitReduction forweb.pdf

4 See, the October 2010 International Monetary Fund, World Economic Outlook, “Chapter 3:
Will It Hurt? Macroeconomic Effects of Fiscal Consolidation”. http://www.imf.org/external/
pubs/ft/weo/2010/02/pdf/c3.pdf
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areas the budget and could reform them in a way to create better growth incentives
and reduce the deficit simultaneously.

Our tax code is simply a massive mess. It is littered with over 250 special credits,
deductions, exemptions, and exclusions that cost us nearly $1.1 trillion a year.
These “tax expenditures” are truly just spending by another name. By reducing, if
not eliminating, many of them, we can reduce tax rates to more effectively encour-
age work and investment, while also helping to reduce deficits. Fundamental tax re-
form is critical in turning our fiscal situation around and strengthening our eco-
nomic well-being.

To be large enough in the medium and long-term, and to reassure markets that
a plan is serious, entitlement reform and tax reform must be at the center of any
fiscal turnaround plan.

While the policy choices involved in tackling our out of control debt are not easy,
they are far easier than what we will face if we continue to delay. One thing should
be clear: it is preferable to make these difficult budget choices on our own terms
then if and when they are forced upon us by credit markets.

As it stands now, the new Joint Select Committee, or Super Committee, is tasked
with recommending savings of $1.5 trillion over 10 years. This, however, is unlikely
to be sufficient to stabilize the debt. Instead, we would urge the Super Committee
to “Go Big” by implementing a larger plan that would be sufficient to stabilize the
debt at a manageable level and, in so doing, to tackle the most problematic areas
of the budget, including health and retirement entitlements and taxes. Specifically,
we urge the Super Committee to:

1. Go Big. From a realistic baseline in which current policies are extended, $1.5
trillion is not nearly enough to stabilize the debt. The Super Committee should
look at all areas of the budget in order to achieve more savings, with a goal
of stabilizing the debt as a share of the economy and then putting it on a
downward path.

2. Go Long. Any serious fiscal plan must address the long-term drivers of our
growing debt. The Super Committee should enact serious reforms to Social Se-
curity—which seems to be all but forgotten in this discussion—as well as Medi-
care, Medicaid, and other Federal health spending.

3. Go Smart. Without economic growth, it will be difficult if not impossible to get
our fiscal situation under control. The Super Committee should pursue pro-
growth tax reform which broadens the base and lowers rates, and should
reprioritize spending to better encourage short- and long-term growth.

4. Stay Honest. The Super Committee must not rely on budget gimmicks to make
it appear that they identified savings to meet their target or that the problem
was solved, while failing to fix the problem in reality.

5. Make It Stick. Once savings have been identified, the Super Committee should
put in place an enforcement regime to ensure savings materialize as promised.

Thank you to the Committee for all your work on this and the opportunity to ap-
pear here today, and I look forward to your questions.
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APPENDIX 2

TueE COMMITTEE FOR A
RespoNsIBLE FEDERAL BUDGET

What We Hope to See
from the Super Committee

SepremBER 7, 2011

NOTE: This paper has been updated from the version that was originally published.
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The Committee for o Responsible Federal Budget

The Committee for a Responsible Federal Budget is a bipartisan, non-profit organization committed to educating the public about issues that have
significant fiscal policy impact. The Committee is made up of some of the nation’s leading budget experts including many of the past Chairmen and
Directors of the Budget Committees, the Congressional Budget Office, the Office of Management and Budget, the Government Accountability Office,
and the Federal Reserve Board.

New America Foundation

Since 2003, the Committee for a Responsible Federal Budget has been housed at the New America Foundation. New America is an independent, non-
partisan, non-profit public policy institute that brings exceptionally promising new voices and new ideas to the fore of our nation’s public discourse.
Relying on a venture capital approach, the Foundation invests in ing individuals and policy ideas that transcend the conventional political
spectrum. New America sponsors a wide range of research, published writing, conferences and events on the most important issues of our time.
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What We Hope to See from
the Super Committee

Infroduction

Tomorrow, the Joint Select Committee on Deficit Reduction (“Super Committee”) will hold its first meeting
as part of a three-month effort to identify 515 trillion in deficit reduction over the next decade. Should
the Super Committee fail to reach a majority agreement on a plan, or should that plan (or else a balanced
budget amendment) not be passed by Congress, a $1.2 trillion across-the-board spending cut will go into
effect.

Unfortunately, even if Congress succeeded in adopting a 1.5 trillion deficit reduction plan, it might not be
enough to put the budget on a sustainable path. Thus, we urge the Super Committee to:

Go Big. From a realistic baseline in which current policies are extended, $1.5 trillion is not nearly enough to
stabilize the debt. The Super Committee should look at all areas of the budget in order to identify savings
of two to three times as much, with a goal of stabilizing the debt as a share of the economy and then putting
iton a downward path.

Go Long. Any serious fiscal plan must address the long-term drivers of our growing debt. The Super
Committee must enact serious reforms to Social Security, Medicare, Medicaid, and other federal health

spending.

Go Smart. Without economic growth, it will be difficult if not impossible to get our fiscal situation under
control, The Super Committee should pursue pro-growth tax reform which broadens the base and lowers
rates, and should reprioritize spending to belter encourage short- and long-term growth.

Stay Honest. The Super Committee must not rely on budget gimmicks to make it appear that they identified
savings to meet their target or that the problem was solved, while failing to fix the problem in reality.

Make It Stick. Once savings have been identified, the Super Committee should put in place an enforcement
regime to ensure savings materialize as promised.

2
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Go Big

The new Super Committee is charged to identify 51.5 trillion in deficit reduction, though $1.2 trillion
would be enough to avoid an automatic sequester. While this would represent significant savings,
Commiltee members should be shooting to double or triple this target in order to put the debt on a
sustainable course.

Relative to CRFB's Realistic Baseline (see Box 1 for explanation), $1.5 trillion in savings would keep
our debt on an upward path - growing from 67 percent of GDP this vear to over 75 percent by 2021. By
comparison, the Fiscal Commission recommendations would bring the debt down to 65 percent by 2021;
the Peterson-Pew Commission on Budget Reform has recommended reducing debt to 60 percent.

Indeed, relative to CRFB's Realistic Baseline, it would take $3 trillion in deficit reduction just to reduce the
debt to below 70 percent of GDP by 2021 and put it on a modestly downward path. Identifying an amount
of deficit reduction significant enough to put the debt on a downward path will likely require looking at
all areas of the budget, including the major entitlements, other mandatory programs, and the discretionary
budgets; it will also require looking at ways to generate additional revenues. The Appendix to this paper
identifies many policy changes where consensus may be possible.

FIG 1. Desr Paths Unper Various Scenarios (Percent oF GDP)

85%

70% / \

60%
5%
50% T T T T T T T T T T
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
=—(CRFB Realistic Debt = CRFB Realistic Debt w/ $1.5T in Savings
w CRFB Realistic Debt w/ $3.0T in Savings s CRFB Realistic Debt wi $4.5T in Savings

Note: For details on CRFB Realistic Baseline, see http://crb.org/document/analysis-chos-august-2011-baseline-and-update-crfb-
realistic-baseline. Committee savings assumes $1.5 trillion in debt reduction gradually implemented over ten years.
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BOX 1. WHar's N A BaseLnER

The Budget Control Act that created the Joint
Committee on Deficit Reduction (Super Commit-
tee) called for the Congressional Budget Office
(CBO) to score its recommendations relative to
current law, but allows the Super Committee to
present alternative estimates. This means the Su-
per Committee could choose an alternative base-
line, which can heavily influence the total and/
or relative amount of savings from any one plan.

Relative to current law, which assumes all the
2001/2003/2010 tax cuts expire, the AMT is not
patched in the future, and policymakers stop
enacting “Doc Fixes,” $1.5 trillion would be suf-
ficient to bring the debt down to 60 percent of
GDP.

In measuring the magnitude of the problem and
whether the Committee has solved it, however,
assuming that these policies which have been ex-
tended in the past all expire does not provide an
accurate picture of the future.

CRFB's Realistic Baseline assumes policymakers
conlinue these policies as they have in the past,
and also assumes the wars in Iraq and Afghani-
stan drawdown as expected. Compared to this
baseline, S1.5 trillion would only result in debt
levels of 75 percent of GDP as opposed fo 81 per-
cent absent those changes. Under a similar base-
line—but one in which the upper-income tax cuts
were allowed to expire as President Obama has
called for ~ S15 trillion would bring the debt to
71 percent of GDP.

FIG 2. Deer Hetp sy tHe Pustic n 2021 Unper Various Scenarios (Percent oF GDP)

CRFB Realistic CRFB Redlistic

Super Committee Current Law Baseline Assuming ]
Savi : Baseline (All Tax
avings Baseline Upper-Income Tax i
: Cuts Conlinued)
Cuts Expire
No Savings 66% 78% 81%
$1.5 trilion 60% 7% 75%
$3.0 frilion 53% 65% 69%
$4.5 trillion 47% 59% 63%

Note: Current policy baseline assumes all 2001/2003/2010 income and estate tax cuts are extended, AMT patches and yearly
“doc fixes” continue, and wars are drawn down,

Go Long

No responsible deficit reduction plan can ignore the long-term growth of entitlement spending. It may
be possible for the Super Committee to achieve its required savings without serious reforms to Social
Security, Medicare, and Medicaid; however, with such a package the Super Committee would fail to meet
its mandate to (emphasis added) “significantly improve the short-term and long-term fiscal imbalance of
the federal government.”!

1 Text from Title IV of Budget Contiol Act of 2011, P.L. 112-25,
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Base on our projections, federal health and retirement spending is slated to grow substantially from below
10 percent of GDP today to 12 percent by 2021, 13 percent by 2035, and 17 percent by 2050. This is due both
to population aging (largely because of the retirement of the baby boom population) and to rapid health
care cost growth,

To reassure markets and put our budget on a sustainable path over the long-term, the Super Committee
must therefore address the growth of the nation’s largest entitlement programs, and give priority to those
reforms with the potential to slow long-term growth paths (even if they do not have significant scoreable
savings this decade). Reforms to Social Security, Medicare, and Medicaid are central to improving the long-
term imbalances.

For Social Security, fixes are well known and developed - and there is no legitimate excuse for continuing
to defer action. As the program’s own Trustees continue to warn, Social Security is on the path toward
insolvency, with cash deficits growing from (.3 percent of GDP today to 1.4 percent of GDP by 2035. By
2036, according to the latest estimates, the Social Security trust funds will be empty and all beneficiaries will
be hit with a 23 percent benefit cut. This can be easily avoided by enacting gradual changes today which
phase-in over the coming decades.

Health care spending is more complex, but as the single largest cause of our long-term deficits, it cannot be

ignored.

The Super Committee should start by reviewing those proposals which we already know would help to
control costs ~ including changing cost sharing rules, reducing provider payments, increasing premiums,
adjusting the Medicare eligibility age, reforming Medicaid rules, enacting malpractice reform, and

FIG 3. Spenping By Cateory (Percent oF GDP)
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Source; Congressional Budget Office and CRFB calculations.
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expanding payment reforms under the health reform law, to name a few. The Super Committee must also
seriously consider long-term structural reforms such as moving to a premium support system for Medicare,
putting federal health spending on a budget, and/or reforming and strengthening the Independent Payment
Advisory Board (IPAB) to better control costs.

The Appendix describes the overlap in recommendations made across multiple deficit reduction plans that
could guide the Super Committee’s decisions in these areas.

Go Smart

To be successful, a debt reduction plan should not simply pursue savings without consideration of the
economic effects. Instead, it should make smart and sensible reforms fo the budget and tax code with an
eve on enhancing (or at least not impeding) economic growth.

While we will not be able to grow our way out of this problem, higher growth will make the difficult task of
fixing the budget much more manageable. According to CBO, growing just 0.1 percent faster than projected
each year would generate more than 5300 billion in deficit reduction over a decade.

Over the medium and long-run, deficit reduction itself would be pro-growth by increasing the nation’s
investment capacity; but the composition of the deficit reduction policies will also be critically important.

Super Commitiee members should therefore recommend reducing lower-priority spending in order
to create the fiscal space to maintain or even increase high-priority and pro-growth spending. Over the
medium- to long-term, this means moving from a consumption-based budget to one which focuses more
on investment.

On the revenue side, the key will be pro-growth tax reform. Fundamental reform, which broadens the base
by reducing deductions, credits, exemptions, and other tax expenditures; simplifies the code; and lowers
individual and corporate tax rates, has the potential to substantially improve economic growth while also
generating additional revenue for deficit reduction. The Joint Committee on Taxation has estimated that
income tax reform that wipes out most tax expenditures in order to lower marginal rates, could increase
the size of the economy by 1.2 to 1.9 percent of GDI’ over the medium-term, and more over the long-term.?

With a meaningful and credible fiscal plan, deficit reduction can be phased in gradually to give the economy

lime to recover. Even the announcement of such a plan can have positive effects on business and consumer
confidence, particular if the plan is sufficiently large to create certainty over the nation’s long-term outlook.

Stay Honest

The formal mission of the Super Committee leaves much room for gimmickry. Though they are tasked with
identifying $1.5 trillion in deficit reduction, their mandate does not identify a baseline. This means that the
Committee could, for example, claim more than 51.3 trillion in savings from simply taking credit for the

2 Joint Committee on Taxation, “Macroeconomic Analysis Of A Proposal To Breaden The Individual Income Tax Base And
Lower Individual Income Tax Rates,” December 14, 2006. hitp://jct.gov/publications html?func=startdowné&id=1186
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If the Super Committee members judge their sav-
ings against the current law baseline, which as-
sumes that policies set to expire do expire (includ-
ing the 2001/2003/2010 tax cuts and AMT patches),
ideally they should explicitly address expiring
provisions. There are a number of ways lawmak-
ers could responsibly address expiring provisions:

* Make specific policy recommendations
that supersede expiring provisions, such as
fundamental tax reform or Medicare payment
formula reforms;

¢ Make specific policy recommendations
about which policies to extend in the context

BOX 2. Baseuines anp Current Pouicy Extensions

¢ Or, create a clear process for dealing with
expiring provisions in the near future, with
enforceable limits on the costs of extending
those or alternative policies.

If the Super Commiltee does not address
expiring provisions under current law in one
of the above manners, the Committee members
willinherently be implying that current policies
will stay in place. Any projections of the Super
Committee’s recommendations would then
have to be compared to realistic assumptions
about likely extensions to policies in place
today.

of a sustainable debt path;

already-planned troop withdrawals in Iraq and Afghanistan.®

To be credible, the Super Committee must not inflate their savings or paint an overly optimistic picture
of the resulting fiscal path. In fact, rather than focusing on the amount of deficit reduction, the Super
Committee should put forth recommendations sufficient to put the debt on a stable then declining path
under a reasonable set of assumptions, All assumptions in the baseline should be ones policymakers plan
to stick to (so for instance, assuming the cuts in Medicare spending from the Sustainable Growth Rate occur
and increased revenues from the Alternative Minimum Tax affecting millions more taxpayers should not
be acceptable).

Committee members should also avoid other budget gimmicks, such as arbitrary and excessive back-

loading of savings, tliming gimmicks which push coss beyond the budget window, or unrealistic policy
changes which future Congresses are likely to reverse.

Make It Stick

Even once policies are adopted, more will be needed to make sure they are not undone. History shows that
having agreed upon deficit reduction measures is no guarantee that they will come to fruition.

Enacted savings could fall off course one of three ways: by lawmakers repealing deficit reducing measures,
enacting future spending increases or tax cuts without offsets to give back some of the savings, or by
changes in budget projections due to economic or other factors.

To help ensure savings materialize (or at least make it more difficult for lawmakers to undo the savings),
3 By convention, the baseline assumes that spending on Iraq and Afghanistan will continue to grow with inflation. Setting caps

on this spending that reflect the already anticipated drawdown would therefore be scored as achieving $1.12 trillion below the
baseline - along with another $200 billion in interest savings.
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the Peterson-Pew Commission on Budget Reform recommended one approach in that lawmakers should
reinforce their agreement by enacting budget rules and procedures to keep the debt on a stable or declining
path.*Such a process would work both by helping to monitor and facilitate progress on achieving necessary
savings, and by putting “triggers” in place to keep the debt on track if policymakers fail to do so.

Other approaches also exist to institute effective budget enforcement and outcomes. Lawmakers could
choose to rely on annual savings relative to a particular baseline, aggregate spending targets (as some
lawmakers have already proposed), revenue or deficit levels, or other fiscal metrics.

There are many ways to help make debt reduction policies stick, but stronger budget rules and oversight
can never compensate for the political will that is needed to enact and adhere to savings in the first place.

ok

The Super Committeeis on avery tight deadline, butits success is imperative. All three major rating agencies
have suggested there could be consequences should the Committee deadlock - and more importantly, there
may not be many opportunities like the current one to truly bring our debt under control. Right now, all
eves are on this issue, policymakers are invested in this process, and there is a unique fast-tfrack process
in place. Waiting until next year will mean addressing the issue in the heat of a Presidential election, and
waiting beyond that could not only make things politically more difficult, but could also be too late to
reassure markets. The types of structural changes needed to put the budget on a sustainable path just
become more and more difficult, both economically and politically, the longer policymakers delay action.

4 Peterson-Pew Commission on Budget Reform, Getting Back in the Black, November 2010.
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Eye on JPMorgan

Topics: Why financial markets are paying close attention to the Joint Select Committee on Deficit Reduction

In August, the United States lost one of its AAA credit ratings, a designation first bestowed around 100 vears ago. Since that
time, financial markets have struggled to regain their footing, reflecting concem global investors have about the ability and
willingness of both the US and Europe to tackle their respective fiscal challenges. With US federal debt approaching its highest
level since the formation of the federal government in 1789 (other than during WWII and its immediate aftermath), rating
agencies are taking a close look at nsing US debt ratios and what the legislature does to contain them. The appetite of foreign
central banks to accumulate Treasuries has provided the US with a reprieve; these entities, plus Federal Reserve holdings, now
account for more than half of all Treasury bonds. But monetary policy in Asia and the Middle East is subject to change, and we
have seen in Europe the suddenness with which sovereign debt can be re-priced by financial markets. From an investment
perspective, the downgrade, govemment shutdown rumors and political impasse on deficit reduction are negatively affecting
equity markets, busincss activity and consumer confidence. This note details 10 reasons why we believe financial markets will
take a very close look at whether the Joint Select Committee on Deficit Reduction ("JSCDR™) exceeds its $1.3 trillion deficit
reduction target; simply reaches the target; undershoots the target, relving on sequestered cuts for the rest of the $1.2 tnllion
minimum; does not come to and settles for seq d spending cuts of $1.2 trillion; or worse still, introduces
legislation to climinate some of the sequestered cuts, as has been suggested in recent days

|1] The Budget Control Act represents progress, but does U8, long-term debt scenarios
not yet set federal debt on a sustainable path. As shown, Netdebtto GOP, percent

the Budget Control Act reduced the trajectory of foderal debt 110
compared to the CBO's Altemative Case published in June Ly
2011. However, even after incorporating the BCA, future debt
ratios still nse into the low-80s as a percentage of US GDP.

CBO June Alternative case .

Budget Control Act: Automatic Cuts

: . Budget Control Act: Joint Committee proposal

The CBO's August Baseline shows a decline in federal debt - ¥
ey " ; S $5tn Gap
singe it assumes three policy options that have not been il K

implemented: sunset of all Bush tax cuts, an end to indexation
of AMT to inflation, and reductions to Medicare doctor
reimbursements which Congress has agreed to but never
enacted. These three cuts and associated interest savings
would amount to roughly 53 trillion in deficit reduction overa 2004 2008 2008 2010 2012 2004 2016 2018 2000
10 year period. Congress might not pursue these options and Source: Congressional Budget Office.J.P. Morgan Private Bank

chose a different set of deficit reduction measures and

amounts; cither way, it would take roughly $2 trillion on top of the §1.5 trillion in 10-year deficit reduction already assigned to
the JSCDR to stabilize the federal debt. CEOs, corporate treasurers and entrepreneurs we talk to consistently mention a desire
to see a declining trajectory of federal debt when discussing long-term capital spending and hining plans.

CBOAugust Baseline

85838388

12] Financial markets are focused on this issue since large deficits and debt levels can affect growth, There are plenty of
debates in the coonomics community these days (e.g., why haven't monctary or fiscal stimulus multiplicrs behaved the way

their supporters believed they would). One possible explanation is that fiscal stimulus loses its effectivencss when debt ratios
rise too high. In the chan below, we summarize Ken Rogoff's findings that when debt ratios in the US and in other advanced
economies have exceeded 90%, economic growth suffered notably. With the US federal debt ceiling now over 100% of GDP

(on a gross debt basis) and projections of net debt rising above g 5
Hu%%imncia] markets h:I\E g:mn to be concemed. - g‘: “ﬁ austerity supporters wory about: 90% cliff
an

Supporting Rogoff's findings is a paper prepared by BIS %
cconomists for the Fed's 2011 Jackson Hole symposium'. Ina "
study of sovereign, corporate and household debt over the last 3 3%
decades, the authors find that at ~85% of GDP, govemment debt 2%

exents a significant negative drag on growth. Their conclusion: 1%

“the immediate implication is that countries with high debt 0%

must act quickly and decisively to address their fiseal A%

problems. The longer-term lesson is that, to build the fiseal %

buffer required to address extraordinary events, governments DebUGDP.  DebiGOP DLUGDP  DebUGOP
should keep debt well below the estimated thresholds.” B0-50% 9%+ 60-90% D%+

Source: “Growthin a Time of Debt”, Carmen Reinhart and Kenneth Rogof,
January T, 2010, National Bureau of Economic Research.

" “The Real Effects of Debt”, Cecchett, ohaniy and Zampolli, BIS, presented at the Fed's August 201 Jackson Hole symposium.
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|3] I US growth does not pick up, debt ratios would rise further. The estimate of 83% net federal debt to GDP by 2021
includes CBO assumptions for growth shown in the chart below. CBO estimates include a spike to 3% in 2013, for reasons we
have not seen explained. If US growth averaged 2.5% instead (resulting in lower GDP, lower government revenues and higher
unemployment insurance), debt ratios could approach 90% by 2021, While we are hopeful that the US cconomy recovers more
quickly, if the JSCDR doesn't reach $1.5 tnllion in deficit reduction with the promise of more to come, there would be no room
for error, and a chance of another round of downgrades. Despite S&P’s computational error discovered duning its downgrade
and its poor track record rating housing-related securities, rating agency bashing by politicians is not a convincing rationale for
investors to ignore the consequences of the nising federal debt. After adjusting for its error, S&P’s downgrade logic still holds.

CBO's real GOP growth assumptions. US military spending since 1940
Percent Yo Percantof GDP
50% 14%
45% 12%
40%

10%
5% Impactof Budget

&% Control Act
% Phase1 and 2
25% W 5%
S \/ Since June 2008 i

~
15% 29 -
2012 2013 2014 205 2016 2007 208 2019 20 2021 1945 1955 1962 1960 1976 1963 1990 1957 2004 2011 2018

Source: Congressional Budget Office, Source; CBO, OMB, J.P. Morgan Private Bank

|4] Projections of military spending declines are unlikely to be seen as “real” deficit reduction. One item in the President’s
recent budget proposal was an assumed $1.1 trillion in savings from troop withdrawals out of Iraq and Afghanistan (so-called
“0CO" spending). While this foregone spending might happen. it is not a legislated change, and is determined as much by
geopolitics and uncontrollable circumstance as by the Congress. In addition, as shown in the chart above, the Budget Control
Act already projects that non-0CO military spending as a % of GDP will fall to its lowest level since 1940, barely above the
levels now spent by Japan and Germany after decades of demilitanization, As a result, financial markets are unlikely to ascribe
a high likelihood to additional deficit reduction achieved primanly through lower estimates of future military spending.

[5] It is not just S&P that is unnerved by the polarization of political parties. Markets are aware of the polarization in the
Congress, a trend that can be understood by empirical analvsis of Congressional voting pattems. - As shown below, the
polarization in the House and the Senate: is as high as it has even been, even higher than after Reconstruction, one of the most
acrimonious periods in the country’s history. A closer look at the Senate in particular (below, right) shows that the number of
party non-conformists has plummeted. Without a political middle, there is a greater risk that the ideological divide between the
parties cannot be bridged, leading to intermittent government shutdowns (or the threat of them’) and frequent market
disruptions.  While the difference between sequestered cuts and consensus cuts is only $300 billion over ten vears, the ability
of the JSCDR to achieve conscnsus will be painstakingly followed by market participants for these reasons.

Party polarization at an all time high, 1??:3;2010 Number of party non-conformists in the Senate 1953-2004

Degrae of

1.0

1850's 1970's 1980

1960's 1980

=
= m W

o

Democrats

Distance between the Parties

e o o o o
o

=

] 8 9 10 106
1674 1680 1606 1906 1915 1929 1509 1043 1650 1069 1679 1960 1956 2008 Congressional sessonnumber
- . - . Source: The Creal gered Species. Party
Saurce: Keith T. Poole, Universityof Califomia - San Diego, January 2011, ghe 5 Senate, Richard Flesher and Jon . Bond, 2005

=
w

* Financial markets are aware that the latest compromise avoiding a government shutdown was mostly a reflection of FEMA discovering that
it had underestimated the amount of funds that it had on hand. So there wasn't a compromise at all, since Congress didn't need to make one.
2
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|6] Entitlements: where we are now. Market participants are increasingly focused on nsing entitlements relative to other
discretionary spending. First, some history. When Medicare was introduced in 1960's, it was described as “brazen socialism™
in the Senate, When Truman proposed a national healthcare program in the 1940°s, the plan was called a Communist plot by a
House subcommittee. And when President Roosevelt introduced Social Security in the 1930°s, he was branded as a Communist
sympathizer by Republican Senators from Ohio, Pennsylvania and Minnesota, publisher William Randolph Hearst and Alf
Landon (Roosevelt's GOP opponent in the 1936 Presidential election). So in 1969, when one quarter of Americans over the age
of 63 lived in poverty, politicians showed courage in creating a larger social safety net. However, it may take even greater
courage to examine and adjust what they created. In the late 1960's, the government estimated that Medicare expenses
would grow by 7 times by 1990 (unadjusted for inflation); they grew by 6/ times instead.  As shown in the table below, in
section (a) healthcare spending has overtaken education spending; section (b) entitlements have grown sharply compared to
growth in population, houschold income and overall govemment spending; section (c) price-sensitive medical spending (paid
out-of-pocket) has collapsed; and section (d) more “productive” forms of govemment spending have fallen to an all-time low.
David Walker. the former Comptroller of the US, refers to this as the “crowding out” of productive discretionary programs.

Indicative entitlement trends: 1960-2010 0 19 1930 2000 2009110
@) Healtheare spending (% of GDP) 1% 3% 4% 5% 6% 8%
Education spending (% of GDF) 4% B% 5% 5% 6% 8%
Enith prog Il (% of populati NiA 18%  22% 25% 2T% 29%
Ent (% ofavg. pre ) NA 8% 1% 1%  12%  15%
(b} Social Securityspanding (% of total faderal spending) NiA 15% 20% 20% 23% 20%
Medicare spending (% oftotal federal spending) NIA 3% 5% 8%  11% 13%
Medicaid spending (% of iotal federal spending) NiA 1% 2% I TH 8%
) Price sensitive cut-of-pocke! (% of heal i 48% 33% 23%  19% 14% 12%
Medicare/Medicaid (% of healthcare spending) MNiA 18% 25% 28% 32% 35%
(d) “Productive’ federal spending (% of total federal spending) MIA  88% 54%  46% 36% 32%

Includes spending on defense, education, nfrastructure and technology
Source: Kleiner Ferkins Caufield & Byers. 2008110 reflacts latest data point avaiable,

|7] Entitlements: where we go from here. Financial markets generally look at financial statements which are govemed by
GAAP accounting, which requires accrual of future commitments. Countries and states are not bound by accrual accounting,
leaving markets to wonder (and sometimes panic) when they find out what hasn't been accrued. The existing federal debt,
which is already at elevated levels, does not include the present value of unfunded future entitlement payments. The authors of
USA Inc have estimated this number at $66 trillion, which is 5 times the existing stock of federal debt (similar to other analyses
from the National Center for Policy Analysis and the Federal Reserve Bank of Dallas). How much would tax rates have to rise
to support entitlements growing at 5%-7% per year, with trend nominal GDP growth expectations of 4%-3%! First, the 2001
tax cuts would have to expire on all brackets, and then tax rates would have to be raised by the same amount on everyone. At
that point, federal debt to GDP ratios would still be well above 2007 levels, but at least it would create some borrowing capacity
to fund entitlement pavments. The question is what such a policy would do to growth and employment.

The existing Federal debt is the lesser of 2 problems
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Source: OMB, US Treasury, Center for Medicare & Medicad Services,
Kleiner Perkins Caufield & Byers.
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|8] How long will China keep buying? US Treasury markets have benefitted substantially from the appetite of Chinese and
other central banks to accumulate Treasury bonds. As shown below, China’s purchases of $1.5 tnllion in Treasuries and
Agencics is unprecedented, even when compared to other industrializing countries with managed exchange rates. While China
has prospered by doing this (keeping its exchange rate cheap and exporting more), it is a policy that carries substantial risk,
primanily in the form of higher Chinese inflation.  As a result, it would be a mistake to expect this pace of reserve accumulation
to last forever. Eventually, the US Treasury will once again have to rely on private markets to finance its deficits and stock of
debt. Proactive work by the JSCDR will be needed to ensure that this transition is a viable one. Japan is illusory as an example
of high federal debt and low interest rates: 93% of all Japanese govemment bonds are held by Japanese investors.
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|9] Risks to the status of the dollar as the world's reserve currency, The primary reason that China accumulates Treasury
bonds is that its central bank is looking for large, liquid, secure places to put tnllions of their own currency. The most sensible
place to find such an investment: the world's reserve currency. The percentage of global reserves held in dollars has not
changed much recently (around 65%), nor has the percentage of global FX transactions denominated in dollars (83%)

However, financial markets are well aware of the catalysts that led to the end of reserve currency status over the last fow
centurics. In general, they are: an over-extended fiscal budget, too much money-printing, declines in productivity, military
over-extension and the inability to adjust to changing times, circumstances and adversanies. Financial markets understandably
look at the actions of the Congress and the President on issues like these. The JSCDR's actions will be an important marker on
the timeling of the United States and its ability to sustain its economic primacy of the last 100 years. For the record, as shown in
the chart above, that’s about as long as most reserve currencies last.

| 10] What economic model does the United States want to use? One of the most frequently asked questions 15 this: why are
price-camings ratios so low? P/E multiples, adjusted for inflation, are at their lowest levels in decades. This reflects in part the
concem that the United States hasn't figured out which model it wants to use; it mixes a European style welfare state with a
libertarian tax regime. The JSCDR. is being asked to figure out how to reconcile these two things, and until they do, financial
markets are likely to remain in very uncertain territory, negatively impacting both consumer and business confidence.
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My son recently asked me what | thought was the most important document in US historv. There are a lot to choose from, but
of all the possibilitics, | picked George Washington's Farewell Address, wnitten in 1796. The relevance of Washington’s
warnings regarding the importance of unity, the threat of political factions, the importance of the separation of powers, the
dangers of permanent foreign alliances and the need for public morality and education have not diminished with time. One
entire section in Washington's Farewell Address is devoted to the use of public credit, and Washington is quite clear about what
he thinks about passing the buck to future generations:

“As a very important source of strength and security, cherish public credit. One method of preserving it is to use it as
sparingly as possible...avoid accumulation of debt, not only by shunning occasions of expense, but by vigorous exertions in
time of peace to discharge the debts which unavoidable wars have occasioned, not ungenerously throwing upon posterity the
burden which we ourselves ought to bear."

Michael Cembalest
Chicf Investment Officer
JP. Morgan Asset Management

Additional sources to consult on the long-term deficit outlook

o AJamuary 2011 paper from the Committee for a Responsible Federal Budger, a group made up of former directors of the CBO, the
OMB, the House and Senate Budget Committezs and the Federal Reserve Board of Govemors

o “The Financial Condition and Fiscal Outlook of the U.S. Government”, a slide deck from David Walker, President of the Peter G
Peterson Foundation and Former Comptroller General of the United States

o An IMF paper from April 2011, “An Analysis of US. Fiscal and Generational Imbalances: Who Will Pay and How?"

*  AnApnl 2011 piece from PIMCO's Bill Gross piece entitled “Skunked”

»  Aspeech by Dallas Fed President Richard Fisher in May 2008 entitled “Starms on the Hovizon™

»  Perhaps the most thorough piece of all, a 460-slide behemoth entitled US4 fne”, distributed by venture capital firm Kleiner Perkins
Caufield & Byers with an introduction from George Shultz, Paul Volcker, Michael Bloomberg, Richard Ravitch and John Doerr

o "Republicans Repear Medicare Mistake of 1965”, an editorial from Democratic Senator Bob Kerrey to the New York Times in 1995 on
the government's decision to not impose cost controls on Medicare, a policy emor Kemey dates back to 1963, when the American
Medical Association insisted on “usual and customary fees™ in exchange for their suppont

o "Measuring the Unfinded Obligations of Eurapean Countries”, Jagadeesh Gokhale, European Commission, European Economy
Economic Papers, No. 297, December 2007; National Center For Policy Amalysis. Policy Report No. 319, January 2009.

JSCDR Joint Select Committee on Deficit Reduction
0co Overseas Contingency Operations

CBO Congressional Budget Office

BCA Budget Control Act

AMT Alternative Minimum Tax

FEMA Federal Emergency Management Agency
BIS Bank for International Settlements
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OCTOBER 5, 2011

Mr. Chairman and Members of the Subcommittee, thank you for inviting me to
testify before you today on American fiscal policy.

You are holding this hearing at a time of serious economic and financial fragility
for the United States. More than 2 years after the trough of the Great Recession
(June 2009), our recovery has stalled and there is a serious threat of slipping back
into negative growth. The sovereign debt crisis in Europe continues to rage, and
that is undermining consumer, business and investor confidence. As a result of
these two factors, severe and alarming strains have reemerged in our own financial
system and in the global system.

In other words, this is a dangerous moment from an economic and financial per-
spective. And, the decisions which the President and Congress make on fiscal policy
over the short and medium term will play an important role in diminishing, or in
worsening, those financial strains and our economic stability itself.

Economic and Financial Conditions Today

I want to spend a moment walking through this point on fragility.

First, the U.S. economy is threatened with renewed recession. It decelerated to
an 0.8 percent growth rate during the first half of this year. That was down from
3.9 percent for the first half of 2010, as you can see in Table 1. Just a few negative
developments, in financial markets, employment trends, or in overall confidence lev-
els, could push this low growth rate into negative territory.

Table 1: GDP Growth
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In addition, the present growth rate trend is far too slow to improve our strug-
gling labor markets, given population growth. This is why net monthly job growth
for the past three months has averaged only 35,000 new jobs, with zero jobs added
in August.

The medium term outlook is also not encouraging. The latest IMF forecast for the
U.S. economy over the second half of this year is a similarly meager 1.5 percent.
And, the well regarded Goldman Sachs economic forecast is just slightly above that.

As for next year, Goldman Sachs’ 2012 growth number is now down to 0.5 per-
cent. And, in the face of such weakness, the U.S. unemployment rate will likely rise.
That same forecast envisions an average 2012 unemployment rate of 9.4 percent.
That is discouraging.

Further, the unemployment rate, while high, probably understates the real weak-
ness in labor market conditions. The so-called underemployment rate (U-6) reflects
those who have given up looking for work and those who work part time but would
like a full time job. It presently stands at 16.2 percent, the highest since 1994.
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Moreover, the labor participation rate, which just measures the percentage of work-
ing age adults with a job, is 64 percent currently. That is a 27 year low.

The latest Census Department data on poverty is also important, and it received
too little attention. 15.3 percent of the American population, or 45 million people,
now lives below the poverty line. The latter is defined as income of $22,000 or less
for a family of four, excluding in-kind benefits like food stamps. This is the highest
percentage of Americans in poverty in 28 years.

My point is that this is a poor overall economic picture. There are two main expla-
nations. The aftermath of the credit market collapse of 2008, the second worst finan-
cial crisis in 100 years, is still restraining consumers. And likely will do so for an-
other few years. Household balance sheets, which were severely overleveraged when
the bottom fell out (debt at 140 percent of household income) have only returned
halfway to historically average levels of debt.

More household deleveraging will occur, driven by the continuing weakness in
home prices, weak incomes and overall economic insecurity. This is why the per-
sonal savings rate, at 4.5 percent, is so far above the negligible level of 3 years ago.
Which, in turn, explains why consumer spending, which constitutes approximately
70 percent of U.S. GDP, is relatively stagnant.

The other major factor contributing to economic weakness is credit availability
and lending volume. Total bank loans to commercial and industrial businesses are
well below 2008 highs. Present outstandings are $1.29 trillion, as compared to the
$1.61 trillion high. This reflects the bad combination of tighter lending standards
and weak loan demand. The problem is that such low levels of borrowing are not
consistent with a durable economic recovery.

These factors explain why, according to CBO, the country is “only halfway
through the cumulative shortfall in output relative to its potential level” which will
have resulted from the Great Recession. The total of that cumulative shortfall is es-
timated at $5 trillion.

Let me also comment on financial market conditions, starting with credit markets.
Again, two main points. One is that the level of yields on U.S. Treasury securities
is so low as to be nearly incomprehensible. Or the Treasury 10 year, for example,
the yield is hovering around 1.80 percent. That is the lowest recorded level since
the Federal Reserve System began publishing market data in 1953. And, it is a pro-
foundly negative development. For, it signals negligible demand for capital and neg-
ligible inflation. These are hallmarks of recession.

Second, the sovereign debt crisis in Europe, and the concomitant risk of a banking
crisis there, has infected financial markets all around the world. Borrowing in pub-
lic credit markets has recently become much more difficult. Stock prices have fallen
nearly 20 percent since April, and equity financing levels have dropped accordingly.
The window for initial public offerings, for example, has nearly closed. The fear fac-
tor which we saw so vividly in late 2008 and early 2009, has crept back into these
markets. They are on a razor’s edge.

Role of the Federal Deficit

The Members of this Committee, and all of your Congressional colleagues, should
recognize that they will be making crucial decisions on deficit reduction in the midst
of this economic and financial fragility. The right decisions can help to alleviate it.
But, poor ones can worsen it, even to the point of serious crisis.

We all know that the U.S. is on the wrong track when it comes to deficits and
debt. CBO recently projected that the amount of Federal debt held by the public will
equate to 67 percent of U.S. GDP. That will be the highest ratio since 1951. Worse,
CBO forecasts that, based on current policies, this proportion will be 82 percent by
2020. That would be the highest level incurred since record keeping began in 1792,
excepting the period during and immediately after WWIIL. All of this is depicted in
Table 2.
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Table 2: Debt Paths Under Various Scenarios (Percent of GDP)
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The Federal debt grows, of course, in proportion to the size of the budget deficit.
And, you well know that, in absolute terms, deficits hit all-time record highs in 2009
and 2010 and were still stratospheric at $1.8 trillion for the Federal fiscal year
which ended a few days ago.

These deficits reflect a historically wide gap between spending and revenue levels.
Federal spending has been hovering around 23 percent of GDP and revenue around
a modern historic low of 16 percent. This seven point difference appears to be the
largest in our modern history.

It is obvious that this mismatch, and the scary rate at which it is increasing our
debt/GDP relationship, is not sustainable. Everyone agrees that, unchecked, it will
reduce productivity, incomes and our standards of living. There is also reasonable
agreement on the magnitude of deficit reduction which America needs to cure this
disparity. The Bowles/Simpson Commission set a goal of stabilizing the debt/GDP
ratio by 2015 and beginning to turn it downwards from there. The amount of 10
year deficit reduction necessary to achieve this approximates ($5 trillion).

Fortunately, the tide of public opinion has moved, and moved sharply on deficits
and debt. It would seem that the basic wisdom of the American people has asserted
itself. For, polls indicate that the public is deeply unhappy over continued, record
deficits and the explosion in Federal debt, realizes the inherent dangers, and wants
this path altered.

While this past summer’s dispute over extending the Federal debt limit was dif-
ficult, it did provide a modest breakthrough. A 10-year package of specific deficit
reduction actions totaling $917 billion was agreed then. And, the twelve member so-
called Congressional Super Committee was established. It is charged, as we all
know, with devising an additional $1.5 trillion program of deficit reduction actions
and submitting them to the full Congress by November 23. If the Super Committee
cannot agree on a package, or the Congress votes down its recommendations, then
$1.2 trillion of reductions in domestic discretionary spending over 10 years will be
automatically triggered. Essentially, these would take effect in 2013 and cuts would
be divided equally between the defense and nondefense portions of the budget.

All of this means that a minimum of $2 trillion in 10-year deficit reduction actions
will be set motion by the end of this year. That is a good start but not enough. Fur-
ther, difficult decisions by the Super Committee, the full Congress and the President
would be necessary to properly adjust U.S. fiscal policy.

A Growth and Jobs Initiative

The economic slowdown and recession risk which I initially discussed represents
a huge short term risk. Slipping back into negative growth, and seeing the unem-
ployment rate rise again, would deliver a psychological blow to consumers, busi-
nesses and financial markets. They could retrench further and a downward eco-
nomic and financial spiral could result. And, that could occur when the fiscal and
monetary authorities are largely out of ammunition.
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Therefore, it makes sense to undertake a short term, entirely temporary growth
and jobs agenda. This would represent a form of insurance policy.

President Obama has proposed a $447 billion program of tax cuts, infrastructure
spending and extended unemployment insurance benefits. The core element is a
deeper 1-year extension of the 2010 payroll tax cut for employees and a similar 1-
year payroll tax cut for small businesses.

In my view, the President’s proposal is a sound one. And, it is clear to me that
such actions, like the 2009/2010 stimulus program, would have a beneficial economic
impact. But, there also are numerous, possible variations on the President’s pack-
age. The point is that a short term growth and jobs package of this approximately
magnitude should be undertaken now. Economic conditions demand it, and financial
markets would welcome it.

Long Term Deficit Reduction

At this very moment, financial markets are pre-occupied with the European Sov-
ereign debt crisis and the risks of renewed recession in the U.S. and Europe. That
is why yields on U.S. Treasury securities, and German and British government
bonds, are at all-time lows. Concerns over the long term deficit outlook, poor as it
is, are secondary.

But, such views can change in an instant. It is just a matter of time before finan-
cial markets again are preoccupied with the threatening U.S. fiscal outlook.

At that point, the trajectory of interest rates will reverse itself. After all, the 10-
year average yield on 10-year U.S. Treasuries is nearly three times the present
yield. Then, if our deficits actually follow the CBO path, exceeding 80 percent of
GDP, family incomes would be lower, productivity would be lower and our standards
of living would be lower. That is not an acceptable outcome, which is why a major,
long term deficit reduction package is necessary.

There are three possible outcomes for the Super Committee process. The first is,
unfortunately, the most widely expected result. Namely, that the Committee cannot
find a majority to support the necessary $1.5 trillion package of reductions and does
not submit a recommendation to the full Congress. On that basis, the so-called trig-
ger would be pulled, and $1.2 trillion of discretionary spending reductions would be
initiated.

This outcome would be disappointing across the board. It would vividly under-
score an inability to address such a fundamental and important problem. And, if fi-
nancial markets were as unstable then as they are now, this outcome also could fur-
ther destabilize them. I would urge the Members of the Committee to work with
other Senators to avoid this disappointment.

The second outcome would involve the Super Committee finding a majority on a
credible $1.5 trillion deficit reduction package, submitting the related recommenda-
tions to the full Congress and having those pass and become law. This would send
a reassuring signal to the public, and to the business and financial communities.
At a time of such economic and financial weakness, this would be particularly help-
ful.

The third outcome, albeit unlikely, would be the optimal one. This is the “Go Big”
scenario under which the Super Committee reaches agreement, on a much larger,
and balanced package of deficit reduction actions. In effect, it solves the debt/GDP
problem in one fell swoop with a $3—4 trillion 10-year agreement along the lines of
Bowles/Simpson. And, one which wins the support of President Obama and a major-
ity of the full Congress.

Provided that this did not take effect too quickly in such a weak economic envi-
ronment, this is just the type of solution which could shore up consumer and busi-
ness confidence, reassure financial markets and begin to restore public faith in Gov-
ernment itself.
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Introduction

Chairman Tester, Ranking Member Vitter, and Members of the Subcommittee
thank you for the privilege of appearing today. In this short statement,* I wish to
make the following points:

e The outlook for deficits and debt threatens the Nation’s prosperity and freedom.
Changing the fiscal course should be our top national priority.

e Controlling the growth of future Federal spending should be the central objec-
tive of policy makers in pursing this goal. Effectively controlling spending, re-
ducing deficits, and eliminating future debt accumulation can aid near-term eco-
nomic growth.

o Businesses, entrepreneurs, and investors perceive the future deficits as an im-
plicit promise of higher taxes and higher interest rates.

e There are no fixed statistical indicators that will signal imminent loss of con-
fidence in the U.S. by global capital markets, but Federal debt is already in the
danger zone.

Let me discuss each in turn.

The Threat of Future Debt

The Fiscal Outlook. The Federal Government faces enormous budgetary difficul-
ties, largely due to long-term pension, health, and other spending promises coupled
with recent programmatic expansions. The core, long-term issue has been outlined
in successive versions of the Congressional Budget Office’s (CBO’s) Long-Term
Budget Outlook.! In broad terms, over the next 30 years, the inexorable dynamics
of current law will raise Federal outlays from an historic norm of about 20 percent
of Gross Domestic Product (GDP) to anywhere from 30 to 40 percent of GDP. Any
attempt to keep taxes at their postwar norm of 18 percent of GDP will generate an
unmanageable Federal debt spiral.

This depiction of the Federal budgetary future and its diagnosis and prescription
has all remained unchanged for at least a decade. Despite this, action (in the right
direction) has yet to be seen.

Those were the good old days. In the past several years, the outlook has worsened
significantly.

Over the next 10 years, according to the Congressional Budget Office’s (CBO’s)
analysis of the President’s Budgetary Proposals for Fiscal Year 2012,2 the deficit
would never fall below $750 billion. Ten years from now, in 2021, the deficit would
be 4.9 percent of GDP, roughly $1.2 trillion, of which over $900 billion would be de-
voted to servicing debt on previous borrowing.

As a result of the spending binge, in 2021 public debt would have more than dou-
bled from its 2008 level to 90 (87.4) percent of GDP and will continue its upward
trajectory.

The “Bad News” Future under Massive Debt Accumulation. A United States fiscal
crisis is now a threatening reality. It wasn’t always so, even though—as noted
above—the Congressional Budget Office has long published a pessimistic Long-Term
Budget Outlook. Despite these gloomy forecasts, nobody seemed to care. Bond mar-
kets were quiescent. Voters were indifferent. And politicians were positively in de-
nial that the “spend now, worry later” era would ever end.

Those days have passed. Now Greece, Portugal, Spain, Ireland, and even Britain
are under the scrutiny of skeptical financial markets. And there are signs that the
U.S. is next. The Federal Government ran a fiscal 2010 deficit of $1.3 trillion—near-
ly 9 percent of GDP, as spending reached nearly 24 percent of GDP and receipts
fell below 15 percent of GDP.

What happened? First, the U.S. frittered away its lead time. It was widely recog-
nized that the crunch would only arrive when the baby boomers began to retire.
Guess what? The very first official baby boomer already chose to retire early at age

*The opinions expressed herein are mine alone and do not represent the position of the Amer-
ican Action Forum. I thank Cameron Smith for her assistance.

1 Congressional Budget Office. 2011. “The Long-Term Budget Outlook”. Pub. No. 4277. http://
www.cbo.gov / ftpdocs [ 122xx [ doc12212 /06-21-Long-Term Budget Outlook.pdf

2 Congressional Budget Office. 2011. “An Analysis of the President’s Budgetary Proposals for
Fiscal Year 2012”. Pub. No. 4258. http://www.cbo.gov/ftpdocs/121xx/doc12130/04-15-
AnalysisPresidentsBudget.pdf
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62, and the number of retirees will rise as the years progress. Crunch time has ar-
rived and nothing was done in the interim to solve the basic spending problem—
indeed the passage of the Medicare prescription drug bill in 2003 made it worse.

Second, the events of the financial crisis and recession used up the Federal Gov-
ernment’s cushion. In 2008, debt outstanding was only 40 percent of GDP. Already
it is over 60 percent and rising rapidly.

Third, active steps continue to make the problem worse. The Affordable Care Act
“reform” adds two new entitlement programs for insurance subsidies and long-term
care insurance without fixing the existing problems in Social Security, Medicare,
and Medicaid.

Thus, the U.S. faces squarely a future that potentially includes sufficient Federal
indebt(;dness to generate sovereign debt distress. What is at stake for the average
citizen?

For Main Street America, the “bad news” version of the fiscal crisis occurs when
international lenders revolt over the outlook for debt and cut off U.S. access to inter-
national credit. In an eerie reprise of the recent financial crisis, the credit freeze
would drag down business activity and household spending. The resulting deep re-
cession would be exacerbated by the inability of the Federal Government’s auto-
matic stabilizers—unemployment insurance, lower taxes, etc.—to operate freely.

Worse, the crisis would arrive without the U.S. having fixed the fundamental
problems. Getting spending under control in a crisis will be much more painful than
a thoughtful, proactive approach. In a crisis, there will be a greater pressure to re-
sort to damaging tax increases. The upshot will be a threat to the ability of the
United States to bequeath to future generations a standard of living greater than
experienced at the present.

Future generations will find their freedoms diminished as well. The ability of the
United States to project its values around the globe is fundamentally dependent
upon its large, robust economy. Its diminished state will have security repercus-
sions, as will the need to negotiate with less-than-friendly international lenders.

The “Good News” Future under Massive Debt Accumulation. Some will argue that
it is unrealistic to anticipate a cataclysmic financial market upheaval for the United
States. Perhaps so. But an alternative future that simply skirts the major crisis
would likely entail piecemeal revenue increases and spending cuts—just enough to
keep an explosion from occurring. Under this “good news” version, the debt would
continue to edge northward—perhaps at times slowed by modest and ineffectual “re-
forms”—and borrowing costs in the United States would remain elevated.

Profitable innovation and investment will flow elsewhere in the global economy.
As U.S. productivity growth suffers, wage growth stagnates, and standards of living
stall. With little economic advancement prior to tax, and a very large tax burden
from the debt, the next generation will inherit a standard of living inferior to that
bequeathed to this one.

Controlling Spending To Reduce Deficits and Debt

The policy problem facing the United States is that spending rises above any rea-
sonable metric of taxation for the indefinite future. Period. There is a mini-industry
devoted to producing alternative numerical estimates of this mismatch, but the di-
agnosis of the basic problem is not complicated. The diagnosis leads as well to the
prescription for action. Over the long-term, the budget problem is primarily a spend-
ing problem and correcting it requires reductions in the growth of large mandatory
spending programs and the appetite for Federal outlays, in general.

As an example, using the President’s 2012 Budget, the CBO projects that over the
next decade the economy will fully recover and revenues in 2021 will be 19.3 percent
of GDP—over $300 billion more than the historic norm of 18 percent. Instead, the
problem is spending. Federal outlays in 2021 are expected to be 24.2 percent of
GDP—about $1 trillion higher than the 20 percent that has been business as usual
in the postwar era.

Just as some would mistakenly believe that the Federal Government can easily
“tax its way out” of this budgetary box there is an equally misguided notion in other
quarters that it can “grow its way out.” The pace of spending growth simply must
be reduced.

Most importantly, mandatory spending programs cannot be left to evolve as dic-
tated by current law. It is equally important to quickly undertake entitlement re-
form. To see the need for urgency, consider first Social Security.

Social Security contributes to the current deficit. At present, Social Security is
running a modest cash-flow deficit, increasing the overall shortfall. As the years
progress, these Social Security deficits will become increasingly larger. They are
central to the deficit outlook. More importantly, the stream of future outlays is
heavily driven by demography. In particular, if the future benefits of the baby boom
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generation are exempted from reform, either by design or a failure to move quickly,
then the outlay “problem” will have been effectively exempted from reform. This
would be a fundamental policy failure.

For these reasons, an immediate reform and improvement in the outlook for enti-
tlement spending would send a valuable signal to credit markets and improve the
economic outlook.

Naturally, it would be desirable to focus on the larger future growth in outlays
associated with Medicare, Medicaid, and the Patient Protection and Affordable Care
Act (ACA). These share the demographic pressures that drive Social Security, but
include the inexorable increase in health care spending per person in the United
States. From a policy perspective, it would be desirable to replace the ACA with re-
forms that raised the efficiency of health care spending and slowed the growth of
per capita health care outlays. At the centerpiece of such reforms would be reforms
to the Medicare and Medicaid programs. However, in the absence of a political con-
sensus to revisit the ACA, Medicare and Medicaid reforms will remain paralyzed
and the most promising area for bipartisan entitlement reform is Social Security.

The Economics of Spending Control

The top issue facing Americans is the need for robust job growth. According to
the National Bureau of Economic Research the recession began in December 2007.
Their data show that there were 142.0 million jobs in December of 2007—the aver-
age of payroll and household survey data. In June 2009, NBER’s date for the end
of the recession, the same method showed 135.3 million jobs, for a total job loss of
6.7 million attributed to the recession. These numbers are quite close to those using
iche Bureau of Labor Statistics nonfarm payroll data, which showed a loss of 6.8 mil-
ion.

There are glimmers of promise. Since December 2009, 1.8 million payroll employ-
ment jobs have been added. However at the same time, there are 14 million unem-
ployed persons in the economy and many more discouraged workers. Since the start
of the recession the labor force has fallen nearly 535,000.

For these reasons, the current unemployment rate of 9.1 percent likely under-
states the real duress. Using the BLS alternative unemployment rate (U-6), one
finds that unemployed, underutilized and discouraged workers are 16.2 percent of
the total. As evidence of the difficulties, the number of long-term unemployed (27
weeks or more) is currently 6 million and accounts for 43 percent of all unemployed
persons.

The fiscal future outlined above represents a direct impediment to job creation and
growth. The United States is courting continued downgrade as a sovereign borrower
and a commensurate increase in borrowing costs. In a world characterized by finan-
cial market volatility stemming from Ireland, Greece, Portugal, and other locations
this raises the possibility that the United States could find itself facing a financial
crisis. Any sharp rise in interest rates would have dramatically negative economic
impacts; even worse an actual liquidity panic would replicate (or worse) the experi-
ence of the fall of 2008.

Alternatively, businesses, entrepreneurs and investors perceive the future deficits
as an implicit promise of higher taxes, higher interest rates, or both. For any em-
ployer contemplating locating in the United States or expansion of existing facilities
and payrolls, rudimentary business planning reveals this to be an extremely
unpalatable environment.

In short, cutting spending is a pro-growth policy move at this juncture. As sum-
marized by recent American Action Forum research, the best strategy to both grow
and eliminate deficits is to keep taxes low and reduce public employee costs and
transfer payments. 3

Keynesian Arguments and Reducing Spending. Analyses of H.R. 1, the continuing
resolution that called for $61 billion in reduced Federal spending, by Goldman Sachs
and Economy.com have been touted by some as evidence that it is not feasible to
engage in spending reductions. Similarly, one hears frequently that the Budget Con-
trol Act of 2011 runs the risk of choking off the recovery.

I believe these arguments miss several key points.

Begin, for illustration, with the debate surrounding the CR. The first thing to note
is that while Members are aware that a reduction of $61 billion in budget authority
does not translate into an immediate $61 billion cut in outlays, many analysts ap-
pear to not understand these budgetary facts. Indeed, on average, a $1 cut would
translate into only 52 cents during the current fiscal year.

3 See, hitp:/ /americanactionforum.org/news/repairing-fiscal-hole-how-and-why-spending-cuts-
trump-tax-increases.
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To generate their estimates, Goldman Sachs assumed outlay reductions of $15 bil-
lion in the 2nd quarter and $30 billion in the 3rd quarter of calendar 2011. Naively
interpreted, this could produce noticeable impacts on quarter-to-quarter GDP
ig)‘rowth. But this is a misleading and highly overstated estimate of the likely impact

ecause:

e The CBO estimates an outlay reduction of only $9 billion in fiscal 2011, or an
impact of at most 0.3 percentage points;

e The calculation assumes full dollar-for-dollar reduction in GDP as spending de-
clines. This is too large, especially because;

e Not all outlay reductions are actual cuts in the purchases of goods and services
to contribute to measured GDP. Instead, some are transfers payments to States
or individuals that will have a more muted impact. Indeed, while FY2010
showed outlays of $3,456 billion on a budget basis, the National Income and
Product Accounts4 showed under 30 percent ($1,030 billion) as consumption
purchases;

e Not all of the budget authority cuts are from new spending. Instead, some are
rescissions of the authority for spending that never occurred and might never
occur; and

e Most importantly this is a static calculation that assumes no beneficial offset
in private sector spending because of the improved budget outlook and prospect
of lower future taxes and interest rates. Put differently, the criticisms ignore
the rationale for making these beneficial cuts to begin with: to clear the way
for private sector jobs and growth.

A different way to make the last point is to note that these “Keynesian” argu-
ments invoke a sterile, mechanical view of his economic views. In fact, Lord Keynes
placed considerable importance on the role of expectations and optimism regarding
the economic environment—so-called animal spirits. Policies that enhance the will-
ingness and desirability of businesses to invest fit neatly in to his view of business
cycles and economic growth.

Similar considerations apply to the recently enacted Budget Control Act of 2011.
Much publicity has accompanied the discretionary caps in the bill, which “cut” over
$800 billion in budget authority relative to CBO’s adjusted 2011 baseline. In reality,
no such cuts have yet taken place, as the FY2012 appropriations have not yet been
completed. Moreover, the future “cuts” imposed by the caps are only as concrete as
the collective will of future Congresses and Administrations to impose them.

In this light, it is interesting to examine recent movements in indexes of economic
confidence ranging from small businesses, to CEOs, to households (see Table).

Measures of Economic Confidence

2010 2011
Sep Oct Nov Dec Jan Feb Mar Apr May June July Aug Sep

NFIB Small Business Optimism Index?
89 917 932 926 941 945 919 912 909 908 899 88.1 NA

49 51 58 58 63 64 6 02 6.1 54 53 53 NA

Reuters/Michigan Survey of Conswmer Sentiment3
68.2 677 T7le 745 742 775 675 698 743 715 637 557 578

thttp:/ /www.nfib.com/Portals/0/PDF/sbet/sbet201102.pdf

2http:/ fwww.bloomberg.com/apps/quote?ticker=CEOCINDX: IND

3https: //customers.reuters.com/community /university/

4 Congressional Budget Office. 2011. “CBO’s Projections of Federal Receipts and Expenditures
in the Framework of the National Income and Product Accounts”. Pub. No. 4250.
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No definitive explanation of month-to-month movements in measures of con-
fidence will emerge from this hearing. However, one could make the case that mark-
edly as the election and Congressional debate shifted toward control of future spend-
ing, deficits, and debt. Unfortunately, with the passage of a Budget Control Act that
revealed partisan differences and less-than-definitive commitments to reduced
spending, confidence tailed. Off.

Two final aspects of the recent, Keynesian-based opposition to controlling spend-
ing are perplexing. Often those who make the claim that, for example, a $61 billion
cut in spending will endanger the recovery are equally willing to argue that tax in-
creases are needed to close the deficit. However, in a Keynesian model tax increases
and transfer decreases enter in exactly the same manner. If the latter endanger the
recovery, so must the former!

More importantly, entitlement reform—the repeal of the Affordable Care Act,
Medicare reform, Medicaid reform, or Social Security reform—is likely to have no
immediate impact on Federal outlays. Instead, they are commitments in the present
to reduced spending in the future. By construction, they can have no negative,
Keynesian impacts on recovery. Instead, they carry only beneficial impacts on the
expectations of employers and other market participants.

The Role of Tax Policy

While it will not be possible or desirable to rely on pure revenue increases to ad-
dress the looming debt explosion, there is a role for improved tax policy to support
economic growth. What is needed now is a tax policy that has incentives for busi-
nesses and entrepreneurs to locate in America and spend at a faster rate on innova-
tion, workers, repairs, and new plants and equipment.

The place to start is the corporate income tax, which harms our international
competitiveness in two important ways. First, the 35 percent rate is far too high:
when combined with State-level taxes, American corporations face the highest tax
rates among our developed competitors.5 The rate should be reduced to 25 percent
or lower.

Second, the United States remains the only developed country to tax corporations
based on their worldwide earnings. Our competitors follow a territorial approach in
which, say, a German corporation pays taxes to Germany only on its earnings in
Germany, to the U.S. only on its earnings here, and so forth. If we were to adopt
the territorial approach, we would place our firms on a level playing field with their
competitors.

Proponents of the worldwide approach argue that because it doesn’t let American
firms enjoy lower taxes when they invest abroad, it gives them no incentive to send
jobs overseas. Imagine two Ohio firms, they say: one invests $100 million in Ohio,
the other $100 million in Brazil. The worldwide approach treats the profits on these
two investments equally, wisely giving the company that invests in Brazil no advan-
tage over its competitor.

But this line of reasoning ignores three points. First, because firms all over the
world will pay lower taxes than the two Ohio companies, the likeliest outcome of
the scenario 1s that both firms will fail, unable to compete effectively with global
rivals. Second, when American multinational firms invest and expand employment
abroad, they tend also to invest and expand employment in the United States. In
the end, healthy, competitive firms grow and expand, while uncompetitive firms do
not, meaning that our goal should be to make sure that American companies don’t
end up overtaxed, uncompetitive, and eventually out of business. And finally, be-
cause the U.S. is the holdout using a worldwide approach, it is at a disadvantage
as the location for the headquarters of large, global firms. As the U.S. loses the
headquarters, it will lose as well the employment, research and manufacturing that
typically is located nearby.

The corporate tax should be reformed further. At present, companies must depre-
ciate their capital purchases over time. Instead, they should be allowed to deduct
immediately the full cost of all investments, which would provide a dramatic incen-
tive for spending. We should also consider phasing out the tax-deductibility of the
interest that companies pay on their borrowing. Because this interest is deductible
and the companies’ own dividends are not, firms have an incentive to borrow exces-
sively. Removing that incentive—making a firm’s tax liability dependent not on its

5Some defend the high corporate tax rate by arguing that the effective corporate tax rate is
much lower. This misses an important point. Every country’s effective tax rate is also lower than
its statutory rate. A recent study by two economists at the University of Calgary (http://
www.cato.org [ pubs/tbb /tbb 64.pdf) concludes that the marginal tax rate in the U.S on new
investment is 34.6 percent, higher than any other country in the OECD.
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financial decisions but on its real economic profitability—would discourage financial
engineering and focus corporations on their core mission.

A more competitive corporate-tax system would be a good start in our effort to
encourage private-sector growth. But a lot of private-sector economic activity in the
U.S. isn’t affected by the corporate tax at all. Activity that takes place in sole pro-
prietorships, partnerships, and other “pass-through entities”—organizations whose
income is treated solely as that of their investors or owners—is instead affected by
the individual income tax. Congress’ Joint Committee on Taxation projects that in
2011, $1 trillion in business income will be reported on individual income-tax re-
turns.

It’s important to note that nearly half of that $1 trillion—$470 billion—will be re-
ported on returns that face the top two income-tax rates. A conservative estimate
is that more than 20 million workers would be employed by firms directly affected
by those two tax rates. Tax reform should avoid higher marginal tax rates in favor
of lower rates and a broader base. Marginal tax rates and the taxation of dividends
and capital gains directly affect companies’ decisions about innovation, investment,
and savings.

Americans—from homeowners to small businesspeople to the millions of unem-
ployed—are in desperate need of faster and prolonged economic growth. Congress
should therefore evaluate tax proposals based on whether they’re likely to trigger
and support that growth. Tax policy can play a key role in spurring an economic
recovery—but not without sustained reform of both the corporate and individual in-
come-tax systems.

The Need for Rapid Action

Financial markets no longer can comfort themselves with the fact that the United
States has time and flexibility to get its fiscal act together. Time passed, wiggle
room vanished, and prior to 2011 the only actions taken have made matters worse.

There are already warning signs on the horizon. S&P has chosen to lower the
Federal credit rating. While there has been much discussion about the timing of the
downgrade and the source of the downgrade, there should be little dispute regarding
the substance of the critique.

Consider, for example, the analysis by Moody’s. As outlined in a report, ¢ the cred-
it rating agency Moody’s looks at the fraction of Federal revenues dedicated to pay-
ing interest as a key metric for retaining a triple-A rating. Specifically, the large,
creditworthy sovereign borrowers are expected to devote less than 10 percent of
their revenues to paying interest. Moody’s grants the U.S. extra wiggle room based
on its judgment that the U.S. has a strong ability to repair its condition after a bad
shock. The upshot: no downgrade until interest equals 14 percent of revenues.

This is small comfort as the 2012 Obama Administration budget targets 2015 as
the year when the Federal Government crosses the threshold and reaches 14.2 per-
cent. Moreover, the plan is not merely to flirt with a modest deterioration in credit-
worthiness. In 2021, the ratio reaches 20.3 percent. The Budget Control Act and ac-
tions of the Joint Select Committee on Deficit Reduction are intended to alter this
trajectory, but until their intended actions become budgetary fact, international
markets will likely remain wary.

Conclusion

At this juncture, the United States needs a keen focus on enhancing the rate of
economic growth. Workers and economy as a whole will benefit from pro-growth
policies. Central aspects of a pro-jobs and growth agenda are controlling Federal
spending growth; eliminating the potential for debt accumulation that generates a
fiscal crisis, or higher taxes and interest rates; and improved tax policy.

I look forward to answering your questions.

6 Moody’s determines debt reversibility from a ratio of interest payments to revenue on a base
of 10 percent. Wider margins are awarded to various governments to indicate the additional
“benefit of the doubt” Moody’s awards. The U.S. finds itself on the upper end at 14 percent.
The ratios are “illustrative and are not hard triggers for rating decisions.” See: Aaa Sovereign
Monitor Quarterly Monitor No. 3. Moody’s Investor Service. March 2010.
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PREPARED STATEMENT OF WILLIAM JOHNSTONE
PRESIDENT AND CHIEF EXECUTIVE OFFICER, DAVIDSON COMPANIES

OCTOBER 5, 2011

Chairman Tester, Ranking Member Vitter, and Members of the Subcommittee, my
name is Bill Johnstone. I am the President and Chief Executive Officer of Davidson
Companies.

Davidson is an employee-owned financial services holding company,
headquartered in Great Falls, Montana. We have been in business for 76 years,
have 1,100 employees and operate in 16 States, primarily west of the Mississippi.

Davidson has three principal lines of business:

e We provide investment advice and products to approximately 120,000 individual
and institutional investors.

e We provide institutional research for approximately 260 companies and make
markets in approximately 425 stocks (mostly small and mid-cap companies). We
also trade stocks with institutional investors and provide underwriting and in-
vestment banking advisory services to small and mid-cap companies.

e Last, we trade tax-exempt and taxable bonds with institutional investors and
underwrite bonds for and provide advisory services to Government units
throughout the Western United States.

We are not a commercial bank or depository institution and we do not originate
or underwrite mortgages or mortgaged backed securities or engage in proprietary
trading or the creation of or trading in complex derivatives. We have never received
a Government bailout. In the past 10 years, in the context of challenging financial
markets and economic conditions and the demise or consolidation of many financial
services firms, we have remained independent and doubled in size.

In contrast to the other panelists, I am not an economist, nor do I have significant
prior academic or Government experience in analyzing or developing tax or eco-
nomic policy. Prior to my current position, I practiced finance law, managed an
international law firm and was the CEO of a regional securities firm in the South-
west.

My views and observations regarding the deficit are shaped and informed by my
experiences, particularly my recent experience at Davidson.

In my position, I talk either directly or through our employees with a range of
investors and businesses. These include retirees, small business persons, families
saving for retirement and college education, businesses trying to raise capital, com-
mercial bank clients, institutional investors from small to large and State and local
governmental units that access the bond market. I also speak with colleagues in
other similar financial services firms.

I want to make clear that my views and observations do not necessarily represent
those of Davidson, its employees or clients.

My larger views and observations are not materially different from those espoused
by many others. Perhaps some of my sources and reasoning are and will be helpful.

I want to discuss three key points:

e There is considerable investor concern about the Federal deficit and our ability
or will to address it. The concern is negatively influencing the ability of inves-
tors and businesses to make business and investment decisions necessary to
drive economic growth and job creation.

e Policies to address the deficit should be bold, concrete, and credible, but imple-
mentation should be staged to avoid exacerbating the current weakness in the
economy. While the particulars of the solution are important, more important
is that the development and implementation of a solution is credible and under-
stood. In this situation, perfection, as defined by narrow self-interest, is the
enemy of the good.

e To the extent the solution involves changes in tax policy, as I believe it should,
fve should use this as an opportunity to commence reform of our Federal tax
aws.

Historically, the Federal deficit and its implications were not frequently voiced in-
vestor concerns. At least three developments have occurred to change it. The growth
in the deficit’s size (absolutely and relatively), this summer’s highly publicized debt
limit debate and the financial crisis in Europe. Most investors, whether institutional
or individual, have concluded that the deficit, and as important its projected growth,
will result in substantial damage to our economy unless we make meaningful
changes. The situation in Europe has heightened awareness of the economic impli-
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cations of fiscal deficits and the difficulty of addressing them, particularly if re-
sponses are delayed. At the same time, the length and nature of the debt limit de-
bate raises serious questions among investors and business persons as to whether
Government has the ability to develop and implement a deficit solution.

Certainly, the deficit is not the only factor inhibiting economic growth and, at
present, maybe not the most important factor. The continuing difficulties in the
housing market, high unemployment, the apparent increase in regulatory burden
and general deleveraging by consumers and business are among other important
factors that I frequently hear in my discussions. But the deficit and the uncertainty
of whether and how it will be addressed are critical factors in reducing investor and
business confidence and willingness to take risk and make business and investment
decisions necessary to drive economic growth and job creation. I consistently hear
that from investors and businesses and their representatives and I see it in their
behavior.

The financial system is short of neither capital nor liquidity to fund economic
growth. The financial system, businesses and the consumer are short of confidence
and much of this deficit in confidence is related to the Federal deficit.

I am not here to offer a recommendation regarding the details of a policy response
to address the deficit. There is a plethora of reasonable potential responses, includ-
ing those suggested or discussed by the other panelists. I happen to believe the
Simpson-Bowles Commission offered a number of thoughtful and sensible sugges-
tions and provides a very good starting point. However, I will share my views re-
garding what I believe are three important elements of a solution.

First, I would be an advocate of a larger rather than smaller reduction target
more in the range of the Simpson-Bowles suggestions, for a couple of reasons. I
think it better addresses the issue. And, it reflects my skepticism regarding the ulti-
mate outcome of the legislative process and the natural inclination to develop overly
optimistic projections of future revenue growth and expense reduction.

Second, as has been oft noted by others more expert than I, the desire (perhaps
zeal) to make a meaningful and quick reduction in the deficit has to be balanced
with the realities of the current economic situation and the scope and economic im-
pact of the policy changes. The required changes necessarily will be profound in
their scope and impact. They have to be evolutionary, not revolutionary. While im-
plementation of a plan should be staged, the plan should be agreed to sooner than
later. The longer we wait the more costly the solution, the more limited the policy
options and the more damage arising from the current uncertainty.

Last, I am struck by the difference in the narrative I hear in my conversations
with employees, clients and business persons and the narrative I hear from Wash-
ington, DC. My audience is probably somewhat older and more conservative than
the general populace. And certainly, there are significant differences of opinion.
However, in general, the narrative I hear is more pragmatic, balanced and in my
view sensible relative to the range of appropriate policy options. And, the narrative
reflects an acknowledgement that change is necessary and that it will require some
sacrifice and loss of benefit or advantage that is conferred by existing policy.

I will only briefly note my belief that any deficit reduction plan should include
some effort to reform our Federal income tax, both corporate and individual. I am
skeptical that the necessary deficit reduction can be accomplished entirely on the
expense side or that some increase in revenue will materially damage our economic
prospects, and I would not approach the issue on the condition that revenue cannot
or should not be increased. However, regardless of how you stand on that point, we
need to move to a tax code that is simpler and fairer, with lower marginal rates
and with far fewer deductions and exemptions. The proliferation of targeted deduc-
tions, exemptions or distinctions in sources of income too often distorts rational eco-
nomic and business decision making and should be reversed. This has been a widely
held policy goal for decades. Perhaps the reality of our current challenges will
produce the will to do something.

Thank you for allowing me to share my thoughts on this important topic.
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD

STATEMENT SUBMITTED BY ROBERT L. REYNOLDS, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, PUTNAM INVESTMENTS, AND PRESI-
DENT OF THE PUTNAM FUNDS

I am Robert L. Reynolds, president and chief executive officer of Putnam Invest-
ments and president of the Putnam Funds. My thanks to the Subcommittee for in-
viting me to share with you our concerns about an issue directly related to ongoing
efforts to curb Federal deficits: the need to also preserve, indeed extend, incentives
for retirement savings in America.

Even as we struggle to bring our deficits down and get our national debt back
onto a sustainable path, I believe that savings, and retirement savings specifically
have a vital role to play in a transition that America absolutely has to make. Simply
put, our Nation needs to move away from rising debt, leverage and debt-driven con-
sumption to a new economic model, grounded on higher savings, and greater incen-
tives for investment, business formation and job creation. Ultimately, the best way
to deal with our deficits and debt will be to outgrow them. Robust retirement sav-
ings will be key to spurring such renewed growth. National solvency and personal
solvency go hand in hand. Economic policy should never pit one against the other.

Regrettably, though, there is a real risk that incentives for companies to offer
workplace savings plans and for individuals to participate in them could be under-
mined by ill-considered policy changes aimed at reducing the budget deficit.

Proposals to cap or roll back tax deferrals for retirement savings are particularly
dangerous. If adopted, they could have the effect of reversing a generation’s worth
of Congressionally driven progress on retirement savings. They would undercut in-
centives for thousands of small and emerging companies to offer their workers re-
tirement plans at all, and could send millions of future workers toward retirement
with no access to workplace savings plans. Moreover, cuts to current retirement sav-
ings initiatives would likely return far less revenue to Treasury than their pro-
ponents estimate—even over the short-term—while placing millions of future retir-
ees at risk.

The background to this policy debate is well known. Americans today live longer,
more active lives; the cost of health care, especially in later life, has increased dra-
matically; traditional pension plans have declined in number and scope, and only
a small fraction of today’s workers participate in them. Meanwhile, Social Security’s
projected ability to replace preretirement income is declining, even under current
law, as a result of rising eligibility age and the costs of Medicare deductions.

To supplement these dwindling sources of assured retirement income, working
Americans have come to rely on a broad spectrum of retirement savings programs
that Congress has created over the past several decades. These include individual
retirement accounts (IRAs); defined-contribution savings vehicles, including 401(k),
403(b) and 457 plans; and tax-advantaged variable annuities. These programs have
enabled millions of workers and their families to enjoy more secure, dignified retire-
ments. While they can—and should—be improved on, these programs represent a
major, made-in-America success story.

A study of the retirement readiness of nearly 3,300 working Americans sponsored
by Putnam Investments and Brightwork Partners earlier this year underscores the
importance of workplace savings programs as a vital adjunct to Social Security. The
study found that working Americans overall are on track to replace 64 percent of
their current income in retirement. This is somewhat short of what they are likely
to need but close enough so that most people—though not all—can still achieve se-
cure retirements if they act now to raise savings.

The details of these findings are particularly revealing. Including future Social Se-
curity benefits, the best-prepared quartile of working Americans is on track to re-
place 100 percent of current income in retirement. The least-prepared quartile is on
track to replace just 46 percent of preretirement income. Yet the mean household
income of both groups is an identical $93,000.

What accounts for this vast difference in retirement readiness? Several factors
stand out, but one in particular appears crucial: The very best-prepared Ameri-
cans—roughly 19 million workers according to Brightwork estimates—both enjoy ac-
cess to a 401(k) or other defined-contribution plan at work and contribute 10 percent
or more of their income to their plan. In other words, today’s existing 401(k) plan
structure can deliver solid retirement security for those workers who make the deci-
sion to take part and who also defer 10 percent of more of their salaries. In effect,
we have discovered an antidote to the risk of elderly poverty—and it has three sim-
ple ingredients: access to a workplace savings plan, the decision to save; and willing-
ness to defer at rates of 10 percent of more.
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Precisely because the results they can deliver are so clearly in the public interest,
today’s retirement savings programs were given the advantage of deferring Federal
income taxes in the first place. Tax deferrals offer a powerful incentive for workers
to maximize their savings. They have contributed greatly to the success of these
plans. Today, roughly 70 percent of American families have tax-advantaged retire-
ment savings, and assets held in employer-sponsored retirement plans, IRAs and
annuities totaled $17.5 trillion at year end 2010. (Source: 2011 Investment Company
Fact Book, pages 100-102: Attp:/ [www.ici.org /pdf/2011 factbook.pdf.)

Building on these programs, improving them and extending them to the tens of
millions of Americans who lack access to on-the-job savings plans should be among
our most important national goals. That is why I believe that Congress should not
only preserve all existing savings incentives, but support solid, bipartisan ideas such
as the Auto-IRA, which would extend access to workplace savings coverage for the
many millions of workers who currently lack such on-the-job plans.

Well-intentioned but misguided advocates for reducing the Federal budget deficit
would take the Nation in the opposite direction by seeking to cut back the tax ad-
vantages that help drive retirement savings. The rationale behind such proposals
is that the tax deferrals at the heart of 401(k) plans and similar savings vehicles
represent tax “expenditures” that significantly reduce needed tax revenue. Nothing
could be further from the truth. Retirement savings deferrals are not permanent tax
expenditure at all, but only temporary postponements of tax obligations. When re-
tirement savings are drawn down, the money is taxed as ordinary income, even
though the retirement accounts themselves are typically composed mostly of long-
term capital gains.

Equally misleadingly, the Congressional Budget Office uses a 10-year window for
analyzing the costs of tax deferrals. As a result, it cannot accurately measure the
true cost of tax provisions that are incurred over the periods of decades that make
up the typical worker’s career. Today’s tax deferrals are counted as revenue losses,
but the taxes that will be paid beyond a decade forward not counted at all. This
practice distorts the true “full-lifecycle” costs of these incentives, understates their
social and economic benefits and overstates the revenue that would be generated by
cutting back on them.

Workplace-based retirement programs are particularly beneficial for lower- and
middle-income workers. Research by the American Society of Pension Professionals
& Actuaries found that households with annual incomes below $100,000 pay 26 per-
cent of income taxes but receive 62 percent of the benefit from 401(k) plans. In con-
trast, families earning more than $200,000 per year pay more than half (52 percent)
of income taxes, but receive just 11 percent of the benefits from these plans. Source:
“ASPPA Testifies in Defense of 401(k) System”, September 15, 2011: htip://
www.asppanews.org [2011/09/ 15 | asppa-testifies-in-defense-of-401k-system.

Underscoring the importance of payroll savings plans to low and moderate income
workers, an analysis by the Employee Benefits Research Institute found that that
more than 70 percent of workers with annual incomes of between $30,000 and
$50,000 do save for retirement if they have access to a workplace plan. Yet fewer
than 5 percent of their peers who lack access to a workplace plan save through
IRAs. Absent access to workplace-based savings, then, most American workers sim-
ply fail to accumulate any serious savings with which to fund their retirements or
supplements their Social Security benefits. Reducing the incentive for retirement
plan sponsors to offer workplace savings plans, then, could force millions of low- and
moderate-income workers to face retirement with little or no savings.

Cutting into tax advantages for retirement accounts would thus be far more than
just a marginal revenue measure. It would mark a fundamental shift away from
highly successful programs that Congress has supported for the past several dec-
ades. Doing so would risk irreparable harm to millions of future retirees and by re-
ducin% investment flows to the capital markets, might also limit future economic
growth.

Without question, the skyrocketing Federal debt is a genuine threat to our long-
term prosperity. But attempting to reduce Federal dis-saving by cutting incentives
for personal savings is a bizarre and short-sighted approach. By definition, every
dollars saved by individuals is one less dollar that they may need to ask for in pub-
lic assistance in the future. The gain of a dollar in tax revenue today would be offset
by the immediate loss of capital for investment in new business formation, job cre-
ation and economic growth. And it will be far offset tomorrow by the loss of invest-
ment gains in workers’ retirement portfolios and by the risk that many of these less-
well-off workers may need public assistance in their later years.

Policy changes that could diminish retirement security for future generations of
workers and increase in poverty among elderly Americans, would betray the opti-
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mistic vision that has driven Americans for generations, and erode public confidence
and personal dignity.

For all of these reasons, I urge all members of Congress to oppose any policy
change that would undermine incentives for employers to offer workplace savings
plans or for individuals to use them to save for their retirement.

My thanks to the Subcommittee for this chance to express my concerns. I request
that my longer statement on this issue (Reflections on National and Personal Sol-
vency) be included in the record as an addendum.
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As we can allsee from this season’s intense debates in Washington, finding away to
restore our national solvency  the single most critical issue for our future, But even
as we strive for fiscal sanity for our government, we should recognize that personal
sohvency, grounded on strong household balance sheets and retirement savings, is
equally vital, National sofvency and personal solvency complement each other. They
ara bath key to reboating economic growth and sustaining America's future.

A dangerous, unsustainable course

Qur country is 2 acritical inflection poit. We really do face a choice between decling
and renewal, The budget debates we réad about and see on TV are not media hype.
The stark truth is that we're on a dangerous, unsustanable course —one that could
wreck the America we inherited. Fallure is not an option. Nor are inaction, denial,

or delay, Federal deficits already claim afar larger share of our economy than that

of suchpeersin today's alobal economy as the United Kingdom, France, Canada,
Australia, and Germany.

National solvency and personal solvency complement
each other. They are both key to rebooting economic
growth and sustaining America's future.
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Unless we change course, interest on our debt will quadruple by 2020 —

reaching nearly $800 billion a year.

Figure 1. America's budget deficit is among the largest

2010 budget deficit as a percentage of GDP in some AAA-rated countries

UK. France

10.4%
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Our $14.3 trillion national debt is mind-boagling, diffi-
cult toeven imagine. If we measured it in $100 bills, that
debt would create a stack 9,000 miles high! And yet
our national leadership in Washington seems unable
to engage in serious bargaining to deal with the issue.
Amid partisan positioning over the terms of extending

our national debt ceiling, concern for our country's cred-

ibility and solvency seems tobe taking a back seat to
the palitics of the 2012 election. Meanwhile, the national
debt is skyrocketing,

= 2= 11 1+] 6 .

Canada

2 Intermational Monetary Fund. Note: IMF calculations for the U.S, differ from Congressional Budget Office figures, which put the ULS. deficit at

Australia Germany

The Congressional Budget Office advises us that
President Obama's recent budget would raise total
national debt held by the public from roughly 63% of
GOP today to more than 90% by 2020 with no end in
sight! That is a debt-to economy ratio that America
hasn't seen since World War Il And while this fiscal time
bomb keeps ticking, interest costs on cur debtareon
track to explode,

Figure 2. Total national debt is on track to surpass GDP by 2020
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Sources: Heritage Foundation compilations of datafrom U.S. Department of the Treasury, institute for the Measurement of Worth (Alternative Fiscal
Scenanic), Congressional Budget Office, and White House Office of Management and Budget
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Figure 3. Interest on the debt alone will reach nearly $800 billion annually
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Source; White House Office of Management and Budget, 2010 estimates.

Unless we change course, interest on our debt will What's worse, we now depend on foreign creditors to
quadruple by 2020 — reaching nearly $800 billicn a finance nearly half of our debt — 47% — nearly ten times
year. It is worth noting that this is happening at atime as large as the 5% share they held in1970!

of historically low interest rates. That means that a
sustained rise of just 1% in interest rates would add $150
billion more a year to this burden! Albert Einstein once
described compound interest as “the most powerful
force inthe universe,” and we are gambling against it!

Sofar, most of our foreign creditors still believe that
America can— and will — get its fiscal act together. That
is the only reason why the LS. Treasury can still borrow
huge sums of money 10 years out at roughly 3.5%.

Figure 4., Other countries hold nearly half of our debt today

Foreign holdings

1970
Debt held by public; Debt held by public: Debt held by public:
$2838 $2.47 $8.4T

2010

Source: LS. Department of Treasury.

America’s dependence on foreign buyers at Treasury debt auctions makes
us dangerously vulnerable to what former Presidential Chief of Staff Erskine
Bowles has called “the most predictable financial crisis in history.”
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Unless we see substantial reforms to Social Security, Medicare, and Medicaid,
these three entitlement programs alone will grow by 2045 to absorb as much
of America’s economy as the entire federal government budget has averaged

since World War ll.

But America’s dependence on foreign buyers at Traasury
debt auctions makes us dangerously vulnerable to what
former Presidential Chief of Staff Erskine Bowles has
called “the most predictable financial crisis in history.”

Should alobal investors conclude that cur political
leaders are unable or unwilling to deal with cur deficits
and debt, we could be plunged into crisis by surprise
virtually overnight. In a real sense, then, America doesn’t
actually have a choice about coming to arips with its
debts and bringing government spending under control,
The real choice we face is whether to act ourselves or be
acted on by some very ruthless alobal markets.

That's why it is a healthy sign that both parties, including
Prasident Obama and Republican leaders of Congress,
are at least talking about how to cut our deficits and
control our debt. We should all hope that talk turns into
action, preferably in the current Congress, while America
still has some maneuvering room. Time is not on our side.
Delay only makes the policy actions needed to curb debt
more painful and the risk of crisis worse.

Figure 5. America is getting older

Americans over age 65

40 million
today

=p

Source: L5, Bureau of the Census, August 2008,

We must reform our entitlement programs
The key driver of our deficits is simple. America is aging.
Life expectancy is rising. Baby boomers are turning age
65 at the rate of about 7,000 a day. And over the next
20 years, the number of Americans over age 65 will
nearly double from 40 million to 72 million, That is more
people than all but a handful of member nations inthe
United Mations.

The central impact of America’s aging is this: Unless we
see substantial reforms to Social Security, Medicare, and
Medicaid, these three entitlement programs alone will
arow by 2045 to absorb as much of America’s economy
as the entire federal government budget has averaged
since World War Il. 5o if we want government to pay for
anything other than entitlements, whether that be the
Marine Corps, Yellowstone Park, or the interest on our
national debt, we will have to get serious about curbing
entitiement costs and about raising some additional reve-
nues to meet these demographically driven obligations.
Both major political parties will have to make some painful
concessions, which neither seems quite ready yet to do.

72 million
by 2030
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Figure 6. Entitlement programs are on track to reach 18% of GDP by 2045
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Sources: GAC Sept, 2004 baseline extended analysis; Bruce Bartlett, Tax Reform Agenda for the 109th Congress 15 (2004), Mora recent datanot

available at the time of this presentation.

One thing that becomes very clear when youread the
Standard & Poor's report that recently downaraded
America’s long-term debt prospects isthat the real risk
to our creditworthiness is not economic or financial.
America has the economic resources to meet its obli-
agations. The real risk is political paralysis, the seeming
inability of our two-party system to find commaon
ground, compromise, and make a transition that our
country absolutely needs to make.

America'sfuture economy simply has to be very
different from the economic course we were on prior

to the financial crisis of 2008-2009. We cannot go

back to 2007 with a savings rate running near or below
zero, debt-driven consumption as the economy’s main
driver, our homes turned into ATM machines, and
leverage rising everywhere. We need to transitionto a
new economic model based on higher savings, more
investment, more opportunity for entrepreneurship, and
private sector joby creation —a New Solvency, if you will

In making that transition, acticn to strengthen America’s
public and private retirement systems can and will play
avital role in reviving confidence and sustaining growth
inour economy. It is important to understand how our
two-stroke retirement “enging” has evolved before we
turnto ways of strengthening it.

America's two-stroke retirement income
engine

Retirement income in America is drawn from two quite
different sources — human capital and financial capital.
The main public retirement system, Social Security, is
fueled by taxes on labor income (wages and salaries).
Private retirement savings, mainly through workplace
savings plans like the 401(k) or individual retirement
accounts (IRAs), draw on financial earnings from profits,
capital gains, dividends, and interest captured through
stocks, bonds, and other investment securities,

We need to transition to a new economic model based on higher savings,
more investment, more opportunity for entrepreneurship, and private sector

job creation — a New Solvency.
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Figure 7. Human capital and financial capital
Retirement income sources
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Both the public and private retirement systems need
strenathening. What's interesting to see illustrated here,
though, isthe way these systems complement each
other. We use the FICA wage base to show the source of
public retirement funds, ie, fromtaxes on these wages,
and use the S&P 500 Index as a proxy for long-term
returns from U.S. equity markets,

The areen line shows how the FICA wage base, which
funds Social Security, has been rising slowly — but very
steadily — for decades. Over the 40 years since 1970, it is
up by about 130% in real terms, with cnly minimal down-
turns during recessions.

The red line shows the S&P 500 Index — also in
percentage terms. It has risen vastly mare since 1970
~ by about 800% — but with vastly more volatility —
including two ugly downturns in the past decade.

This suggests that the United States has actually diversi-
fied its sources of retirement income fairly well, linking

1995 2000 2005

¥TD 2011

flows from a steady, low-volatility source like wages to
flows that come from faster-rising, but far more vola-
tile, securities markets. To optimize results, we need to
strengthen both sources. We must avoid over-burdening
the workforce with any higher tax rates to support the
public systerm — not a wise policy when our highest
priority has to be job creation. Yet we alsonead to
increase revenues flowing into the system, most likely by
raising the cap on the percentage of salaries subject to
the FICA tax.

Onthe private side, we must better enable all American
warkers to efficiently capture potentially high returns
from securities markets while mitigating the risks we
see here from frequently high volatility, This suggests
the need ta both extend coverage, through vehicles like
auto-IRA payroll deduction, and build better ways of
controlling volatility and reducing “sequence-of-returns
risk” into workplace savings plan designs.

Recent research shows that workers in their 20s and 30s whose employers
fully implement auto-pilot plan designs will be able to replace between 40%
and 60% of their preretirement incomes just from their DC plans!
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Congress’s budget rules allow only a 10-year “window” to analyze the impact
of tax deferrals. That methodology seriously overstates the costs to Treasury
of savings tax deferrals and takes no account of future flow-backs when these
assets are drawn on by retirees.

Figure 8. Today, America saves in workplace plans
American workers covered
100

DC plans
7 p

50

DB plans

(Millions)
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Sources: Private Pension Plan Bulletin, Abstract of 2008 Form 5500 Reports, LS, Department of Labor, December 2010,
Collective Bargaining Status of Pension Plans, Total Participants by Typeof Plan.

We have a strong savings base to build on asset allocation — mainly age-appropriate lifecycle

The good news isthat we have created a robust private funds and balanced funds. The law also gave plan spon-
workplace savings system, based mainly on 401(k} sors who adopted these best practices strong “safe
savings plans. These defined contribution (DC) plans now harbor” legal protection.

reach more than 83 million workers. And the DC system
has proven itself to be strong, resilient, and always open
toimprovement. We also still have over 40 million people
whaoenjoy defined benefit (DB) coverage, though that
number s flat or falling except in the public sector.

Today, the evidence on these policy innovations isin,
andthe good news isthat we have essentially solved
the challenge of accumulation. We have not fully imple-
mented the solution. But we do know what works.

Recent research shows that workers in their 205 and
30s whose employers fully implement auto-pilot plan
designs will be able to replace between 40% and 60%
of their preretirement incomes just from their DC plans!
That is before you count Secial Security, other savings,
home equity, life insurance holdings, or any other assets
they may have. Inshort, the best of today's post-PPA,
auto-pilot workplace savings plans really do get the
accumulation job done,

This suggests to me that if we can strengthen the DC
system and extend its reach, we can take huge strides
toward sharing up Americans’ belief in their own futures.
And there is every reason to believe we can because the
defined contribution 401(k) system has always been
dynamic, not static. And with the passage of the Pension
Protection Act of 2006, we transformed that system
qualitatively, enabling 401(k) workplace savings to

become America’s primary retirement system.
So despite the awfulimpact of the 2008-2009 market

crash, which slashed total workplace savings by nearly
$ltrillion, the DC system is being revitalized. Most partic-

The PPA endorsed three game-changing elements
of defined contribution savings plan design: auto-
enrollment, savings escalation, and quidance to wise
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Whatever we do to curb federal deficits, we should never cut into incentives
for personal or workplace savings. It would be a truly grotesque policy mistake
to try to curb public deficits by undercutting tax deferrals for private savings.

Figure 9. Defined contribution plans have demonstrated resiliency
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Sources FRC Monitor, Septembser 2000,

ipants’ account balances have rebounded very strongly,

and workplace savings are projected to grow by nearly
70%, to over $6 trillion, just inthe next five years.

Curbing savings plans is the wrong way to
curb deficits

Yet as all of us involved in retirement savings policy
know, 3 terribly ironic new threat has cropped up.
Precisely at the mornent when we have finally figured
out how to design workplace savings plans that can
build up reliable lifetime nest eggs, just as we are recov-
ering from the painful crash of 2008-9, we nowface a
new potential risk — aimed right at the heart of retire-
ment savings.

It stems from well-intenticned, but misguided effortsto
cut federal deficits. To understand this risk, you need to

see savings tax deferrals through a very bizarre lens, the
one used by all too many “budget hawks” in Washington,
Rightly concerned to curb deficits, these policymakers
wrongly view the temporary tax forgiveness that retire-
ment savers get for putting funds in an IRA, a 401(k), or
variable annuities as “tax expenditures.” They forget that
these assets will be taxed (and as ordinary income) the
minute they are drawn on by retirees,

This misreading is made possible because Congress's
budget rules allow only a10-year “window” to analyze
the impact of tax deferrals. That methodology seriously
overstates the costs to Treasury of savings tax defer-
rals and takes no account of future flow-backs when
these assets are drawn on by retirees. A recent study
conducted for the well-respected American Society of
Pension Professionals and Actuaries (ASPPA) suggested

Capping or eliminating incentives for workplace and other retirement savings
could have a devastating impact — sending millions of low-and moderate-
income workers toward retirement with essentially no savings. This is exactly
the wrong direction for our country to consider moving in.



that this 10-year forward "window" for assessing savings
deferrals' “costs” to Treasury may overstate their true
lifetime impact by between 55% and 77%. Making
matters worse, budget hawks also have no way to take
account of any dynamic benefits that savings may bring,
through lower capital costs, for example.

Itis not surprising, then, that both of the recent

deficit commissions proposed caps on the maximum
amount of savings deferrals they would allow. One of
the commissions proposed initially to sweep away all
savings incentives, before backing off to suggest acap
of $20,000 a year or 20% of salary, whichever is lower.
Such a limit may not seem very menacing. But once
savings tax deferrals are on the table, then they are in
play. The temptation to cut deeply into them is areat.
And that is exactly what happened in the last major tax
code overhaul in 1986, when ceilings for 401(k) contribu-
tions were severely slashed and so many complications
were imposed on IRAs that thair arowth was stymied
for years.

We do, of course, absolutely need to get deficits under
control. But whatever we do to curb federal deficits,
we should never cut intoincentives for personal or
workplace savings. It would be atruly grotesque policy
mistake to try to curb public deficits by undercutting
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tax deferrals for private savings by individuals and fami-
lies to secure their own futures. After all, every dollar
that retirement savers set aside is one less dollar that
will ever be asked for as government aid in the future.
Every company that offers a workplace savings plan is
helping to meet areal national need. And the incentives
for workplace savings do encourage employers, espe-
cially small businesses, to offer savings plans to low- and
moderate-income workers — not just to the ownersand
their key executives,

Figure 10 shows the distribution of the tax deferrals for
waorkplace savings — by income level — as well as the
percentage of income taxes paid by individuals with
those earnings. As you can see, 62% of these tax defer-
rals goto people earming less than $100,000 and 38% to
those earning more than $100,000.

But let's compare these tax deferrals to the federal

taxes people actually pay. When we do that, we see

that workers eamings less than $100,000 pay just 26%
of federal income taxes but receive more than twice as
large ashare of tax deferrals — 62% — than the share of
income taxes they actually pay. And while 38% of the tax
deferrals go to those earning more than $100,000, these
people pay fully three quarters of all federal income
taxes. In other words, more affluent earners get only

Figure 10. The benefits of workplace plans accrue disproportionately to those who need them
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We need bipartisan action and compromise to deal with this — and that is

going to take guts.

Figure 11, People with access to workplace plans do save
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by anemployer plan — IRA only ).

about half the share of savings tax breaks asthey pay in
taxes.

Afair conclusion seems to meto be that the potential
revenue aaing to the Treasury from cutting tax deferrals
isvastly overstated. But the damage such caps could
inflict is vastly underestimated. That is because accessto
workplace savings is the prime determinant of whether
low- and moderate-income workers save — at all. Over
1% of workers earning between $30,000 and $50,000
do save for retirernent, but only if they have access

to payroll deduction savings plans at work. Among
moderate-income workers who lack access to savings
at work, fewer than 5% open tax-advantaged individual
retirement accounts.

This suggests that capping or eliminating incentives
for workplace and other retirement savings could have
adevastating impact — sending millions of low- and
moderate-income workers toward retirement with

essentially no savings. This is exactly the wrong direc-
tion for our country to move in. Instead of cutting
savings incentives, we should be deing everything

we can to expand workplace savings coverage for the
many millions who lack it. Cne excallent way to do this
would be the adoption of the auto-IRA payroll deduc-
tion proposal, a very reasonable, cost-effective idea that
could draw many millions of lower-income workers into
retirernent savings and give them astake in our free-
enterprise system for the first time ever.

The auto-IRA is a bipartisan idea developed jointly by
the Heritage Foundation and the Brookings Institution. It
links values that | believe should auide cur policy choices
in coming years, namely that national solvency and
personal solvency achand in hand. They complement
each other. We should never pit one against the other,
We need policies that foster both.

Real action to make Social Security solvent would be a huge confidence
builder at home and around the world, proof positive that Americans can

control our own destiny.
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There really can be no doubt that the best way, the most American way to
deal with our deficits and restore national solvency, is to fire up America’s job
machine and get our economy growing faster than our debts.

Working toward a new solvency

As we strive to restore fiscal sanity, the vital first step
has to be recoanizing that our deficits and debt are now
dangerous enough to pose agenuing national security
threat. We need bipartisan action and compromise to
deal with this, and that is going to take guts, whether
that be Dernocrats backing changes that slow the rise
inentitlements, Republicansracognizing that we surely
will nesd more tax revenues as the boomers age, or
members of both parties coming together to create a
pro-growth, pro-investment tax code.

These poltticians and specialinterests who refuse to
admit that we even face a serious fiscal problem or who
say we don't need to make any serious changes in Social
Security or Medicare are simply indenial. If their view
wing, they willset America adrift, blindly, straight into
aglobally driven debt crisis and then into truly awful
austerity, under ruthless market pressure, just as we arg
seeing happen in Greece.

There are many elected officials and policymakers who
are seeking good-faith, bipartisan solutions to curb
federal spending and bring cur deficits under control. In
my view, these men and women are actually the truest
defenders of the common safety net, the real leaders,
painting America's way to fiscal stability and ashot at
renewed prosperity. We can find them inboth political
parties. And we need a lot more of them!

The single best first step we could take would be to reach
a “grand bargain” to bring Social Security into long-term
solvency, We can — and should — preserve the essence
of Social Security and protect the truly needy. Social
Security is a cornerstone element of most Americans
retirernent. It is absolutely vital to lower-income citizens
who draw the vast majority of their retirement income
from it. But the system is running a cash-flow deficit of
nearly $50 billion this year, and it faces a multitrillion-
dollar long-term funding shortfall over the 75-year time
frame its trustees are required to plan for, We need

action to make it solvent, and the cnly better time to do
that was yesterday!

Aviable Social Security deal would almaost surely require
Republicans to compromise on some measures to
increase revenue, Democrats would have to concede
that benefit increases will need to be slowed — or means
tested. It is important to note that what we are talking
about here is a self-inflicted "gap” between the benefits
that Congress has promised future retirees and the reve-
nues it has voted for to pay for those promises. Closing
this gap is really Congress's responsibility. With strong
presidential leadership, that would be an eminently
doable goal.

| say that because it is an open secret in Washington
that matching Social Security's revenues to promised
outflows for the next 70-plus years may be the easiest
single element of America’s much larger solvency chal-
lenge, It requires arithmetic, not rocket science. It is
infinitely easier than grappling with our medical entitle-
ments, which face long-term shortfalls roughly 10 times
larger.

Tobe politically feasible, Social Security reform needs
to meet three key criteria. First, we should not impact
the benefits of any current retirees or those within 10
years of full retirement age. Second, we should not raise
the basic payroll tax rate, That would discourage job
creation just when we need it most. Third, we should
sustain intact all future retirement benefits for low-
income Americans, All other paths to solvency should
be open to discussion, including retirement ages, the
percentage of income subject to FICA taxation, and
benefits paid to middle-class and wealthy retiress —
whatever it takes.

We actually know that these criteria can be met, because
both of the recent budaet commissions essentially did
meet all three of them. It is true that the plans these
commissions put forward would require some sacrifice
by middle-class and wealthy recipients, but these sacri-
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fices would mostly come in the form of smaller increases
insome future benefits, not absclute cuts. It would

even be possible, infact, tonot only secure, but actually
increase benefits for the lowest-income retirees as part
of areform package.

Inother words, it is possible to craft a reform plan that
would not only make Social Security solvent, but shightly
mare progressive, slightly more redistributive, and vastly
more certain than the current system. Social Security
solvency does not require draconian measures, just
common sense and some very uncommon political
courage — in other words, leadership.

Real action to make Social Security solvent would be a
huge confidence builder at home and around the world,
proof positive that Americans can contral their own
destiny. It would have major, positive bengfits for the
dollar, for national confidence, and perhaps even for
mutual trust across our partisan divides.

We should link a solvent Sccial Security system to
reforms that strengthen and extend private workplace
savings to reach virtually all working Americans, including
the payroll deduction auto-IRA I mentioned earlier.

Personal solvency, defined by solid savings rates, and
arevitalized, expanded workplace savings system can
help fuel stronger economic growth — the single most
vital element in any plan to reduce our future deficits.
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President John F. Kennedy was right when he said

that “arising tide lifts all boats.” And policies to foster
investment and business formation follow directly, even
inevitably, on efforts to raise national savings. Why?
Because we need to give these additional savings posi-
tive options for investing in America’s future, There really
can be nodoubt that the best way, the most American
way to deal with our deficits and restore national
solvency, isto fire up America's job machine and get our
economy growing faster than our debts.

Like JFK, 1am an optimist. You really have to be if you
are lucky enough to live in this country, People risk their
lives every day to come here, And they are right to want
to. So asscary as our deficits are, as huge as our national
debt may be, | know this for sure: America has dealt with
much, much tougher challenges before.

lam convinced we can meet this one, All we need is
the will.

As scary as our deficits are, as huge as our national debt may be, | know this
for sure: America has dealt with much, much tougher challenges before.

| am convinced we can meet this one. All we need is the will.
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